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This report discusses how the administration of chapter 7 
and chapter 13 bankruptcy cases can be improved to protect the 
/interests of debtors and creditors in bankruptcy. We found that 
the management of estate funds and inconsistent case processing 
by trustees resulted in the disparate treatment of creditors and 
debtors within and among the eight bankruptcy courts visited. 
These problems can be resolved by better guidance and closer 
supervision of bankruptcy trustees by the judiciary and the 
Department of Justice. 

We are also sending copies of this report to the Chief 
Justice of the United States; the Chairman, Judicial Conference 
Committee on the Administration of the Bankruptcy System; and 
each of the bankruptcy courts visited. 
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GENERAL ACCOUNTING OFFICE 
REPORT TO THE ATTORNEY GENERAL 
AND THE DIRECTOR, ADMINISTRATIVE 
OFFICE OF THE U.S. COURTS 

GREATER OVERSIGHT AND 
GllIDANCE OF BANKRUPTCY 
PROCESS NEEDED 

DIGEST m-e--- 

Bankruptcy trustees are responsible for admin- 
istering bankruptcy cases for the purpose of 
protecting the interests of debtors and cred- 
itors. In this regard, bankruptcy trustees 
handle thousands of cases and hundreds of 
millions of dollars annually. GAO found that 
trustees in the eight judicial districts 
visited were not adequately protecting the 
interests of debtors and creditors, resulting 
in their not realizing the full benefits of 
the bankruptcy process. GAO found that 
management of estate funds and inconsistent 
case processing by trustees resulted in the 
disparate treatment of creditors and debtors 
within and among the eight bankruptcy dis- 
tricts reviewed. GAO believes these problems 
could be resolved by better guidance and 
closer supervision of bankruptcy trustees by 
the judiciary and the Department of Justice. 

The Bankruptcy Reform Act of 1978 is intended, 
in part, to more equitably balance the inter- 
ests of debtors and creditors involved in 
bankruptcy proceedings. The act created the 
U.S. Trustee Program as a pilot project in 18 
of the 94 judicial districts and assigned the 
Department of Justice the responsibility to 
implement the program. In the 18 pilot dis- 
tricts U.S. Trustees are responsible for 
overseeing the administration of bankruptcy 
cases by monitoring the activities of the 
bankruptcy trustees who administer individual 
cases for the purpose of protecting the 
interests of debtors and creditors. In the 
remaining 76 judicial districts, the respon- 
sibility for overseeing case administration 
falls primarily on the Clerks of Court or the 

Tear Sheet i 

GAO/GGD-84-55 
AUGUST 21, 1984 



Deputy Clerks of Court for Estate Administra- 
tion (commonly referred to as estate admin- 
istrators). 

GAO initiated its review to determine if the 
practices and procedures used to administer 
cases were adequate to protect the interests 
of debtors and creditor SW GAO's review wa 
performed in four pilot and four nonpilot 3 
judicial districts. 

TRUSTEES' PRACTICES IN 
ADMINISTERING CHAPTER 7 
ASSET CASES NEED TO BE 
MONITORED AND IMPROVED 

Chapter 7 of the bankruptcy act provides for 
the liquidation of debtors' assets that are 
not exempt under federal and state laws. In 
each chapter 7 case, a bankruptcy trustee is 
appointed by the court in the nonpilot dis- 
tricts and by the U.S. Trustee in the pilot 
districts to represent the bankrupt estate and 
liquidate any nonexempt assets and disperse 
the funds to the debtor's creditors. In the 
eight districts visited, GAO found that (1) 
trustees did not always administer cases in a 
manner which provided the qreatest benefits to 
creditors; and (2) trustees used different 
case processing practices, resulting in debt- 
ors being treated inconsistently. The primary 
factors causing these problems were the 
limited monitoring and supervision of trustee 
activities and the inadequate guidance pro- 
vided trustees by the Justice Department and 
the judiciary. 

GAO believes that if the judiciary and the 
Department of Justice more closely monitored 

'Central district of California, southern dis- 
trict of New York, eastern district of 
Virginia, and the district of New Jersey. 

2Southern districts of California and Ohio 
and the eastern districts of Kentucky and 
New York. 
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trustee activities and provided detailed 
procedural guidance to bankruptcy trustees, 
the bankruptcy process would be enhanced and 
would enable debtors and creditors to more 
fully realize the benefits of the bankruptcy 
process. The followlnq areas demonstrate 
trustee activities that did not sufficiently 
protect the interests of debtors and cred- 
Itors. 

Investment of estate funds would 
result in greater return to 
creditors 

GAO’s review of all asset chapter 7 cases 
(771) closed during the period April 1, 1982, 
to September 30, 1982, showed that trustees 
did not earn interest on the funds generated 
from the liquidation of debtors’ assets in 662 
of the 771 cases in seven of the eight bank- 
ruptcy courts visited.3 

In the seven districts with closed asset cases 
(502 of the 662), GAO determined that $863,436 
had been deposited in noninterest-bearing 
accounts for an average of 170 days. Had 
these funds been invested In interest-bearing 
accounts yielding a minimum annual interest 
rate of 5.5 percent compounded dally, an adds- 
tional $20,254 would have been available for 
distribution to creditors. In the remaining 
160 cases GAO was unable to calculate the 
amount of interest forgone from the $395,711 
generated from liquidation of assets because 
neither the judiciary nor the U.S. Trustees 
had the data necessary to make such a 
determination. (See pp. 7 to 10.) 

30ne district had no asset cases closed 
during GAO’s sample period; therefore, the 
district was not used in GAO’s analysis of 
the extent to which trustees invested funds 
or received dual compensation. 
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Elimination of dual comoensation 
would result in more funds being 1 available to creditors 

The act provides that the bankruptcy judges 
may appoint trustees to act as their own 
attorneys to represent bankruptcy estates if 
such authorization is in the best interest of 
the estate. This provision was enacted to 
reduce the administrative costs associated 
with the handling of the bankruptcy estate. 

In both the pilot and nonpilot districts 
visited, GAO found that some trustees who were 
appointed by the court to act as their own at- 
torneys were paid attorney fees for performing 
trustee duties. This resulted in trustees 
being paid twice for performing trustee 
duties, which had the effect of increasing the 
administrative costs of the bankruptcy cases. 
It also reduced the amount of funds available 
for distribution to creditors, but the extent 
of the reduction could not be determined from 
case records. 

GAO's review showed that the bankruptcy judges 
appointed trustees to act as their own attor- 
neys in 429 of the total 771 closed asset 
cases. Trustees' detailed billing statements 
for attorney services showed that in 268 of 
the 429 cases the trustee/attorneys were paid 
for performing trustee duties, thus receiving 
dual payments for duties that they are paid 
for through trustee fees and required by the 
act to perform. As a result, creditors were 
adversely affected because fewer funds were 
available for distribution to creditors. (See 
PP. 10 to 12.) 

Varying asset liquidation levels 
affect debtors and creditors 

In both the pilot and nonpilot districts 
visited, GAO found that trustees established 
various minimum dollar limits when they would 
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liquidate nonexempt debtors' assets4 or 
abandon them. If assets are abandoned, the 
secured creditors5 have the option to re- 
possess the assets or allow the debtor to 
retain them. The dollar limits generally 
represented the point where the trustees' 
administrative fees would consume all the 
proceeds from the liquidation of assets, thus 
leaving no funds for distribution to cred- 
itors. 

GAO found that some trustees would not 
liquidate assets if the liquidation yielded 
less than $1,000 to the estate: however, other 
trustees liquidated assets which yielded as 
little as $42. These varying limits resulted 
in disparate treatment of debtors and cred- 
itors by impacting the amount of assets re- 
tained by debtors and the amount of funds 
available for distribution to creditors. 
(See pp. 12 and 13.) 

BETTER CONTROL OVER 
CHAPTER 13 TRUSTEES' 
FINANCIAL ACTIVITIES NEEDED 

Chapter 13 of the bankruptcy act provides 
debtors the opportunity to retain their assets 
when they agree to pay creditors over time, 
usually not more than 36 months. In these 
cases, chapter 13 trustees are responsible for 
collecting and disbursing to creditors money 
received from debtors under various repayment 
plans. The bankruptcy act provides that 
trustees may receive a maximum of 10 percent 
of the debtors’ payments for their compensa- 
tion and expenses. In the districts visited, 

4A debtor may elect to claim exemptions under 
either federal or state law unless the state 
has opted out of the federal exemptions under 
11 U.S.C. 522(b)(l). 

‘Those who have a lien on, or other legal in- 
terest in, an asset which provides some 
assurance for payment of a debt. 
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GAO found that trustees improperly claimed and 
received compensation and expenses above the 
1 O-percent ceiling. 

GAO found that chapter 13 trustees in four of 
the eight bankruptcy courts visited exceeded 
the lo-percent ceiling. The excess compensa- 
tion and expenses resulted because trustees 
were retaining the interest earned on estate 
funds or merely claimed and received excess 
funds. For example, in one district two 
trustees exceeded the ceiling by about $13,000 
and $38,000, respectively, because they re- 
tained interest derived from estate funds. 

Thus, in cases where the trustees merely 
exceeded the ceiling limitation, creditors 
would have received additional funds. In 
cases where the excess resulted from trustees 
retaining interest, the excess should have 
been returned to the U.S. Treasury. However, 
if interest is properly used to defray trustee 
expenses as indicated by the legislative his- 
tory, the trustees' percentage fee for ex- 
penses then could be reduced, thereby increas- 
ing the monetary return to creditors. Both 
the Executive Office for U.S. Trustees and the 
judiciary could resolve this situation by 
improving the supervision and oversight of 
trustee activities. (See pp* 14 to 17.) 

RECOMMENDATIONS TO THE 
ATTORNEY GENERAL AND THE 
DIRECTOR, ADMINISTRATIVE 
OFFICE OF THE U.S. COURTS 

Even though GAO's analysis cannot be projected 
to the nation's bankruptcy system as a whole, 
GAO believes that the problems identified were 
of such frequency and magnitude that similar 
conditions are likely to exist in other bank- 
ruptcy districts. Therefore, to ensure that 
the debtors and creditors receive the full 
benefit of the bankruptcy process and to im- 
prove the administration of chapter 7 asset 
cases and chapter 13 bankruptcy cases, GAO 
recommends that the Attorney General and the 
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Direct0 
5 

, Administrative Office of the U.S. 
courts, coordinate their efforts and: 

--Require the trustees to invest estate funds 
to reduce the cost of estate administration 
and provide the maximum return to creditors. 

--Instruct trustees that if they act as their 
own attorneys they will not be reimbursed 
for attorney fees when they perform trustee 
duties. 

--Require U.S. Trustees and estate adminis- 
trators to scrutinize trustees' billing 
statements and advise bankruptcy judges of 
the appropriateness of the services 
rendered. 

--Require U.S. Trustees and estate adminis- 
trators to develop districtwide dollar 
limits for trustees to follow when deciding 
to liquidate assets. 

--Require U.S. Trustees and estate adminis- 
trators to closely monitor chapter 13 
trustees’ annual financial reports to ensure 
trustees are not exceeding the maximum com- 
pensation and expense levels. In addition, 
supplement the monitoring activities by hav- 
ing internal audit staffs of Justice and the 
judiciary review the financial activities of 
bankruptcy trustees. 

AGENCY COMMENTS AND 
GAO'S EVALUATION 

The Chairman of the Judicial Conference's Com- 
mittee on the Administration of the Bankruptcy 
System, the Administrative Office of the U.S. 
Courts, four of the eight bankruptcy courts 
visited, and the Department of Justice pro- 
vided written comments on the report. Of the 

6This agency provides management and adminis- 
trative support to the judiciary. 
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remaining four courts visited two provided 
oral comments and two chose not to respond. 
The first two entities generally agreed with 
the report’s findings, while the responses 
from the six bankruptcy courts were mixed. In 
commenting on the draft report, the Department 
of Justice generally disagreed. 

Although the six courts for the most part 
agreed with the report’s findlngs they did 
express certain reservations. Of the defi- 
ciencies discussed in the report the one 
addressing the need for investing estate funds 
drew the most comments. Although four courts 
that commented on this issue agreed that 
estate funds should be invested in certain 
cases and that guidelines should be developed 
and implemented, they did express a number of 
concerns. These concerns dealt primarily with 
the practicality of investing funds from small 
estates and the time available to trustees to 
invest the funds before distribution to cred- 
itors. However, as pointed out by the Chair- 
man of the Judicial Conference Committee on 
the Administration of the Bankruptcy System 
and the Administrative Office, Bankruptcy Rule 
5008( i), which became effective August 1, 
1983, permits the aggregation of funds from 
several estates into a single account, thereby 
making the investment of funds from small 
estates more feasible. In regard to the 
courts’ other concern, GAO’s analysis of 502 
cases amounting to $863,437 showed that these 
funds laid idle in noninterest-bearing 
accounts for an average of 170 days. This 
provided the trustees with sufficient time to 
invest the funds before distribution to cred- 
itors. (See pp. 19 and 20.) 

The Department of Justice disagreed with the 
findings discussed in the report. Among its 
concerns was that the report did not recognize 
the guidance that had been provided by the 
Executive Office for U.S. Trustees and the 
U.S. Trustees Offices relating to the adminis- 
tration of chapter 7 asset cases. Justice 
also expressed concern that GAO’s audit work 
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was performed at a time when the U.S. Trustee 
Program was functioning under budgetary con- 
straints. 

With regard to quidance, GAO believes the 
guidance given trustees by Justice relating to 
the issues discussed in the report has not 
been adequate because it merely presents a 
broad discussion of the issues. For example, 
in the area of investing funds, Justice pro- 
vided in support of its position a 1980 docu- 
ment sent to U.S. Trustees stating that it 
would shortly be promulgating a policy con- 
cerning the investment of funds. As of June 
1984 no policy or guidance has been issued. 
Two pilot district courts supported GAO's 
position by stating that guidance was needed 
to ensure that estate funds were properly 
invested. Therefore, GAO continues to believe 
that additional guidance is needed to minimize 
the inconsistent treatment of debtors and 
creditors. (See pp. 20 to 25.) 

Justice's claim that budgetary constraints 
have hampered the operations of the U.S. 
Trustee Program is accurate. However, this is 
the result of Justice's reluctance to request 
funding for the program for fiscal years 1982 
and 1983. In fiscal year 1984 Justice re- 
quested funding to maintain the program until 
its then scheduled termination date of 
April 1, 1984. The termination date is now 
September 30, 1986. It has been Justice's 
position that the U.S. Trustee Program is a 
function of the judiciary, and therefore it 
has not requested funding for the program. 
While the deficiencies noted in the report can 
to an extent be attributed to Justice's re- 
luctance to provide financial support for the 
program, other factors, such as need for ade- 
quate guidance and monitoring, have also 
played a major role in hampering the program's 
effectiveness. (See p. 31.) 
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CHAPTER 1 

INTRODUCTION 

The Bankruptcy Reform Act of 1978, Public Law 95-598, (com- 
monly referred to as the code) was enacted on November 6, 1978, 
and became effective on October 1, 1979. This act was the first 
comprehensive revision to the bankruptcy statutes since 1938 and 
kas intended, in part, to balance more equitably the interests 
of debtors and creditors. The code attempted to separate the 
bankruptcy judges from the administrative aspects of case 
processing in an effort to eliminate the potential impropriety 
that could arise by having the judges responsible for both the 
judicial and administrative functions of a case. In an experi- 
ment to determine the most effective way to handle the adminis- 
trative functions of cases, the code created the U.S. Trustee 
Program, under the direction of the Executive Office for U.S. 
Trustees, within the Department of Justice. This pilot program 
was implemented in 18 judicial districts and is scheduled to 
terminate on September 30, 1986. In the remaining 76 judicial 
districts the responsibility for case administration falls pri- 
marily on the Clerks of Court and the Deputy Clerks of Court for 
bstate Administration (estate administrator). 

BJECTIVES, SCOPE, AND METHODOLOGY 

Our review was initiated to determine if the U.S. Trustees 
and estate administrators were adequately protecting the inter- 
ests of debtors and creditors involved in chapter 7 and chapter 
! 3 bankruptcy proceedings. Chapters 7 and 13 of the code pro- 
vide the framework for personal bankruptcy. Chapter 7, titled 
“Liquidation,” is the “straight bankruptcy” chapter and provides 
for the liquidation and distribution of the debtor’s non- 
exempt1 assets, if any, to creditors. Chapter 13, titled 
*Adjustment of Debts of an Individual with Regular Income,” dif- 
fers from chapter 7 in that it does not require that property be 
surrendered for liquidation and distribution to creditors. In- 
stead, it provides the debtor the opportunity to retain his/her 
assets when he/she agrees to pay creditors over time, usually 

1 A debtor may elect to claim exemptions under either federal or 
state law unless the state has opted out of the federal exemp- 

:tions under 11 U.S.C. 522(b)(l). 



not more than 36 months. Under chapter 13, a proposed repayment 
plan is prepared and must be approved by the bankruptcy court. 
Both chapters 7 and 13 bankruptcy cases can be filed by debtors 
reqardless of whether,or not they are financially insolvent; 
that is, their debts do not have to exceed their assets. 

To assess the activities of U.S. Trustees and estate admin- 
istrators, we reviewed (1) the adequacy of the guidance and 
directives provided by the Executive Office for U.S. Trustees 
and the Administrative Office of the U.S. Courts and (2) the 
extent to which the fees for trustees' and experts' (such as 
accountants, attorneys, or appraisers) services were monitored 
to ensure their reasonableness. To accomplish these objectives 
we selected eight bankruptcy districts consisting of four pilot 
and four nonpilot districts. The pilot districts were the 
central district of California, the district of New Jersey, the 
southern district of New York, and the eastern district of 
Virginia. The nonpilot districts included the southern dis- 
tricts of California and Ohio, and the eastern districts of 
Kentucky and New York. In the eight districts, we reviewed and 
evaluated the procedures and practices used by trustees when 
administering chapters 7 and 13 bankruptcy cases. 

The scope of our review included an analysis of closed 
chapter 7 asset cases and the financial operations of chapter 13 
trustees. We did not review chapter 11 business reorganization 
cases because at the time of our review a private consulting 
firm hired by the Department of Justice was performing an in- 
depth study of the U.S. Trustee Program which concentrated on 
chapter 11 cases. The purpose of the study was to assist 
Justice in advising the Congress about determining the future of 
the U.S. Trustee Program when it terminates in September 1986. 
In discussing the scope of the contractor's study with the con- 
tractor, we decided that any work we performed on chapter 11 
cases would be dupllcatlve. Our review differed from the pri- 
vate contractor's in that we performed a detailed case analysis 
of 771 asset chapter 7 cases closed during the period April 
throuqh September 1982 and a detailed analysis of chapter 13 
trustees' financial operations. For a more detailed discussion 
of our scope and methodoloqy, see page 32. Our review was con- 
ducted in accordance with generally accepted qovernment auditing 
standards. 



STRUCTURE OF THE FEDERAL 
BANKRUPTCY COURT SYSTEM 

The Rankruptcy Reform Act of 1978 revised the structure of 
bankruptcy courts within the judicial branch of the government, 
The "courts of bankruptcy" created under the previous law were 
the district courts. However, nearly all bankruptcy cases were 
administered by referees who were appointed and supervised by 
UiS. district court judges. While referees were vested with 
jurisdiction to exercise certain powers of the court, the juris- 
diction generally was limited to matters involving property in 
the actual or constructive possession of the court and was sub- 
ject to a review by a district court judge. The code changed 
this system by establishing federal bankruptcy courts in the 
judicial districts as adjuncts of the U.S. district courts. 
This included jurisdiction of all matters arising under or re- 
lated to bankruptcy cases. 

The code provided that the new bankruptcy court system was 
to become effective on April 1, 1984, after a transition period 
which began October 1, 1979, the effective date of the code. 
Dring this period the bankruptcy courts were to exercise their 
b oadened 1: authority. In addition, the Administrative Office of 
the 1J.S. Courts, which provides management and administrative 
support to the federal judiciary, was required to determine and 
recommend to the Congress the number of bankruptcy judges needed 
to serve in the bankruptcy court system after the transition 
period was completed. The bankruptcy judges were to be ap- 
pointed by the President for 14-year terms. In the 94 federal 
judicial districts throughout the United States and its terri- 
tories, 242 bankruptcy judgeship positions (230 full-time and 12 
pBrt-time) were authorized for fiscal year 1984 in 91 federal 
bankruptcy courts administering federal bankruptcy law. 

However, the status of the bankruptcy court system became 
unclear due to a June 28, 1982, Supreme Court decision declaring 
that the broad grant of jurisdiction to bankruptcy2judges under 
the code violated Article III of the Constitution. The court 
cbncluded that by expanding the juris iction of bankruptcy 
jbdges the code gave them Article III !i powers without providing 

,---- 

2bupreme Court's decision in Northern Pipeline Construction Co. 
b. Marathon Pipe Line Co. et al, 458 U.S. 50 (1982). 

3budges appointed under Article III of the Constitution have 
life tenure and may only be removed by impeachment. Their 
salaries may not be reduced. 
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them with life tenure and other Article III protections. In 
rendering its decision, the Supreme Court delayed its applica- 
tion until October 4, 1982, in order to afford the Congress an 
opportunity to resolve the matter without impairing the adminis- 
tration of the bankruptcy laws. Subsequently, the Supreme Court 
extended its stay until December 24, 1982. Since this date the 
federal bankruptcy courts have been operating under interim 
guidelines established by the Judicial Conference of the United 
States, the policymaking body of the federal judiciary. 

The Bankruptcy Amendments of 1984, Public Law 98-353, 
addresses the Supreme Court decision. This act would continue 
to have bankruptcy judges act as adjuncts to federal district 
courts in the resolution of bankruptcy cases. Certain types of 
proceedings related to bankruptcy cases, such as personal injury 
and wrongful death cases, generally may not be referred by a 
district court judge to a bankruptcy judge for final judgment. 
However, bankruptcy judges can hear these cases and make recom- 
mendations so long as the final judgment is rendered by a dis- 
trict court judge. Only if the parties involved in these pro- 
ceedings consent may a district court judge refer these proceed- 
ings to a bankruptcy judge for final judgment. Finally, this 
law now calls for the appointment of bankruptcy judges by the 
United States Courts of Appeals for a term of 14 years. 

THE BANKRUPTCY PROCESS 

A bankruptcy process begins with the filing of a petition 
in the bankruptcy court. The debtor must also file a schedule 
of all debts, creditors, assets, and, in the case of chapter 13, 
a proposed repayment plan which generally shows (1) monthly in- 
come, (2) monthly expenses, and (3) the amount which the debtor 
proposes to repay his/her creditors. After the petition is 
filed, the court appoints an interim trustee under chapter 7 or 
a trustee under chapter 13 to administer the bankrupt estate.4 
The trustee is the representative of the debtors' estate and is 
required to (1) recover and liquidate assets not exempt under 
law for the benefit of the debtor's creditors in chapter 7 cases 

41n the pilot districts the U.S. Trustee appoints the interim 
trustee in chapter 7 cases, and the U.S. Trustee, with the 
approval of the Attorney General, appoints the chapter 13 
trustees. 



and (2) review and oversee the fulfillment of the debtor's chap- 
ter 13 repayment plan. This responsibility includes receiving 
the debtor's payments and making payments to the debtor's cred- 
itors. 

Within 20 to 40 days after a bankruptcy petition is filed, 
the court is required to hold a meeting of creditors. A purpose 
of the meeting is to provide the creditors with an opportunity 
to examine the debtor while he/she is under oath. In chapters 7 
and 13 cases, creditors generally must file a proof of claim 
with the bankruptcy court to substantiate the debts owed by the 
debtors. Generally, if proofs of claims are not filed, the 
creditors are barred from participating in any distributions to 
creditors made by the trustee of (1) assets liquidated under a 
chapter 7 process or (2) payments made by the debtors pursuant 
to a chapter 13 repayment plan. In chapter 7 cases, the cred- 
itors may elect a trustee of their choice during the creditors' 
meetinq. When the creditors do not elect a permanent trustee, 
the interim trustee becomes the permanent trustee. In chapter 
13 cases, the creditors do not have the right to elect a trustee 
of their choice. 

After completion of the chapter 7 or chapter 13 process, 
tlhe debtor generally receives a discharge from the bankruptcy 
oourt. The discharqe relieves the debtor from legal liability 
for the payment of all debts owed at the time of bankruptcy and 
listed by the debtor with certain exceptions, such as taxes, 
alimony, and child support. After a chapter 7 discharge has 
been granted, the debtor cannot be granted a discharge under 
chapter 7 for 6 years, but he/she can file under chapter 13 at 
any time. After a chapter 13 discharge has been granted, the 
debtor can file another chapter 13 at any time. However, the 
chapter 13 debtor can be granted a discharge under chapter 7 
within 6 years only if the payments under the chapter 13 plan 
totalled at least an amount equal to (1) 100 percent of the 
allowed unsecured claims or (2) 70 percent of the unsecured 
dlaim when the plan was proposed by the debtor in qood faith and 
was the debtor's best effort. 



CHAPTER 2 

INTERESTS OF DEBTORS AND CREDITORS 

NOT BEING PROTECTED 

Debtors and creditors involved in chapter 7 asset cases and 
chapter 13 cases have not always received the full benefits of 
the bankruptcy process because neither the U.S. Trustees nor the 
estate administrators have effectively monitored the administra- 
tion of bankruptcy cases or provided the chapters 7 and 13 
trustees adequate guidance concerninq case administration. 
Thus, varyinq case processing practices have been used by bank- 
ruptcy trustees, with the result that reduced amounts of funds 
have been available for creditors, and debtors are treated 
inconsistently. To resolve these situations, the judiciary and 
the Department of Justice need to monitor and more closely 
oversee the activities of the chapter 7 and chapter 13 trustees 
who handle individual bankruptcy cases. 

TRUSTEES' PRACTICES IN ADMINISTERING 
CHAPTER 7 ASSET CASES NEED TO BE 
MONITORED AND IMPROVED 

In seven of the eight districts' visited we found that the 
chapter 7 trustees were not maximizing the financial return to 
creditors because estate funds were not being invested and 
trustees were receiving dual compensation. These actions 
limited the amount of funds available for distribution to cred- 
itors. Also, debtors were treated differently in the eight 
districts visited because trustees were inconsistently estab- 
lishing monetary ceilinqs for determining when an asset would be 
liquidated. These deficiencies can be attributed to the inade- 
quate guidance provided bankruptcy trustees and the limited 
monitoring of trustee activities by Justice and the judiciary. 

1The southern district of California had no asset cases closed 
during our sample period; therefore, this district was not 
used in our analysis of the extent to which trustees invested 
funds or received dual compensation. 



Investment of estate funds would 
result in areater return to 
creditors 

One of the trustees' responsibilities is to administer the 
bankrupt estate in a manner compatible with the best interests 
of debtors and creditors. One way this objective can be met in 
chapter 7 liquidation cases is by investing the funds generated 
from the liquidation of assets until the funds are distributed 
to creditors. Our analysis of the total 771 closed asset chap- 
ter 7 liquidation cases in 7 of the 8 districts showed that 
funds generated from the liquidation of assets were invested in 
109 cases. Of the remaining 662 cases in which funds were not 
invested, we were able to determine that funds in 502 cases were 
available for investment for an average of 170 days. 

This situation exists because the Executive Office for 
U.S. Trustees and the Administrative Office of the U.S. Courts 
have not provided the trustees with adequate guidance regarding 
the investment of proceeds from the liquidation of assets in 
chapter 7 cases. Therefore, for the most part, trustees used 

their own judgment when deciding whether to invest the proceeds 
:from liquidated assets. We found that in the majority of cases 
previewed trustees were not investing funds and therefore not 
~maximizing the return to creditors. 

Our review showed that trustees invested estate funds in 
#only 109 of the 771 asset chapter 7 liquidation cases. The 
stable on the following page illustrates the amount of funds 
:available for investment and the number of cases in which the 
'trustees did, or did not, invest the proceeds from liquidated 
assets. 
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Cases which Cases which did 
Net amount 

available for 
investment 

earned interest not earn interesta 
Pilot Nonpilot Pilot Nonpilot 

district district district district 

Less than $ 1,000 14 19 165 306 
$ 1,000 - $ 2,999 15 23 28 89 
$ 3,000 - $ 4,999 6 3 14 18 
$ 5,000 - $ 9,999 4 6 6 14 
$10,000 - $14,999 3 5 3 3 
$15,000 - $19,999 1 4 0 4 
$20,000 or more 2 4 6 6 - - 

Total 45 64 222 440 
- =Jc - - 

aCases not earning interest were identified through a review 
of case files, bank statements, and cancelled checks. All 
cases dealt only with cash transactions, not in-kind trans- 
actions. 

In commenting on the report, the Justice Department said 
that there is no way to discern whether the problems of not 
investing funds are isolated instances of poor judgment by a few 
trustees or systemwide inadequacies. In this regard, we ana- 
lyzed the 222 pilot district cases which did not earn interest 
and found that a total of 44 trustees administered the cases (6 
trustees in central California handled 11 cases; 8 trustees in 
New Jersey handled 36 cases; 5 trustees in the southern district 
of New York handled 12 cases; and 25 trustees in the eastern 
district of Virginia handled 163 cases). 

Because inadequate guidance has been given to the trustees 
regarding the investment of funds by either the Executive Office 
for U.S. Trustees or the Administrative Office of the U.S. 
Courts, differing investment practices among the trustees have 
evolved. For example: 

--A trustee in the eastern district of Virginia (a pilot 
district) invested $300 from the proceeds of a liquidated 
asset for 4 months and earned $5 interest, while another 
trustee in this district held $41,000 from liquidated 
assets for 15 months in a noninterest-bearing account. 

--A trustee in the southern district of Ohio (a nonpilot 
district) earned $30 interest on an estate of $2,033 for 
5-l/2 months, while another trustee in this district 
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placed $5,015 in a noninterest-bearing account for over 
10 months. 

--One trustee in the eastern district of New York (a non- 
pilot district) invested $700 for 19 days and earned $2 
interest, while another trustee in this district earned 
no interest on $1,584 during the 18 months the estate 
funds laid idle. 

On the basis of the cases we analyzed we found that the 
financial practices used by trustees did not always maximize the 
financial return to creditors. Of the 662 cases which earned no 
interest, we were able to calculate, in 502 cases, the number of 
days the funds were not invested. Our analysis showed that 
$863,437 was not invested for an average of 170 days. Had these 
funds been invested in interest-bearing accounts yielding a 
minimum annual interest rate of 5.5 percent compounded daily, an 
additional $20,254 would have been available for distribution to 
creditors. We were unable to calculate the interest forgone 
from the $395,711 in the remaining 160 cases because neither the 
~bankruptcy districts nor the U.S. Trustees had the data neces- 
sary to make such a determination. The following table illus- 
~trates the amount of funds available for investment, the number 
of cases in which the funds were or were not invested, and the 
amount of interest earned or forgone. 

I Net amount 
available TOI 
investment 

Cases which did 
Cases which earned interest not earn interest ~- 

Total Average period Total Average period 
interest available for interest available Eo 

Number earned investmenta Number foregone investment i5 

(days) (days) 

Less than S 1,000 33 s 216 1212 370 $ 3,217 

~ $ 1,000 - $ 2,999 38 1,360 180 80 2,788 

s 3,000 - s 4,999 9 668 263 22 1,999 

$ 5,000 - s 9,999 10 13,966 315 14 1,488 

$10,000 - $14,999 8 5,212 139 4 1,064 

~ $15,000 - $19,999 5 3,602 125 4 1,730 

~ SLO,OOO or more 6 10,383 307 8 7,968 - - - 

Total 109 $35,407 185 502 $20,254 
- - 

aThe averaqe period available for investment it, the average number of days from 
the date of the last deposit of estate funds t)y the trustee to the date the 
trustee prepared the final report reqarding ttle dlsposltion of the chapter 7 
case. For the cases that earned interest on several occasions we used the 
date the last asset was lrquidated until the trustee prepared the flnal report 
because the date of the final deposit of funds was not avallable. 

177 

149 

164 

108 

151 

148 

183 - 

170 

ham were clnable to determlne in four cases the number of days the funds were 
Invested. 
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The preceding table shows that there is a potential for the 
trustees to increase the financial value of the bankrupt 
estates, thereby resulting in more money being avallable for 
distribution to creditors. On a nationwide basis we attempted 
to calculate the amount of interest forgone to creditors from 
the bankruptcy case data collected by the Administrative Office 
of the U.S. Courts. This effort was unsuccessful because the 
specific data needed to make such a calculation is not col- 
lected. The only way such a calculation can be made 1s by per- 
forming a systematic analysis of each of the 91 bankruptcy 
courts. However, we were able to determine from data gathered 
that during the year ended June 30, 1983, 20,617 chapter 7 
liquidation cases were closed and $117 million of estate funds 
were available for distribution to creditors. If the same per- 
centage of funds was not invested in these cases as in the cases 
we reviewed, as much as $75 million in estate funds may not have 
been invested. 

To provide creditors with the full benefit of the bank- 
ruptcy process, trustees should invest the proceeds from the 
estates. If this is to occur, the Executive Office for U.S. 
Trustees and the Administrative Office must require trustees to 
invest the proceeds from the estates they administer and monitor 
the trustees’ activities to ensure the investment policies are 
implemented. Such actions would be appropriate even for small 
estates because the new Bankruptcy Rule 5008(i) that became 
effective August 1, 1983, permits the aggregation of estate 
funds. 

Elimination of dual compensation 
would result in more funds 
being available to creditors 

The code states that the bankruptcy judge may appoint a 
trustee, if qualified, to act as his/her own counsel if it is in 
the best interest of the estate. The judge is also responsible 
for approving the attorneys’ fees for services rendered In the 
case. According to the legislative history of the act, the 
purpose of permitting a trustee to serve as his/her own counsel, 
in lieu of retaining an attorney, is to reduce the adminrstra- 
tive cost of handling the estate. It was not intended to pro- 
vide the trustee with additional compensation for performing 
trustee duties, or to exceed the maximum trustee fee established 
by the code. However, in seven of the eight districts visited, 
we found some trustees that acted as their own attorneys were 
paid attorney fees for performing trustee duties. Thus, the 
intent of this provision was being negated because it was not 
reducing the administrative cost of the estates. 
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In 429 of the 771 cases we reviewed, the bankruptcy judges 
appointed trustees to also act as their own attorneys for the 
estates. On the basis of a review of trustees' detailed billing 
statements for attorney services, we found that in 268 cases the 
trustee/attorneys were compensated for performing trustee 
duties. In 65 cases we were unable to determine if the trustee/ 
attorneys performed trustee or attorney duties because the bill- 
ing statements were either incomplete or illeqible. In the re- 
maininq 96 cases where the trustees were appointed by the judqes 
to act as attorneys they did in fact perform attorney duties and 
not trustee duties and thus were entitled to reimbursemtint. 

The code (11 U.S.C. S704) describes the duties and respon- 
sibilities of trustees administering chapter 7 cases as follows: 

--Collecting and liquidating the property of the debtor's 
bankruptcy estate, and closing the estate as expedit- 
iously as is compatible with the best interests of the 
parties involved. 

--Accounting for all property received. 

--Investigating the financial affairs of the debtor. 

--Examining proofs of claims and objecting to the allowance 
of any claim that is improper. 

--If advisable, opposing the discharqe of the debtor. 
, --Furnishinq information concerninq the bankruptcy estate 

and its administration as is requested by the parties 
in interest. 

--Furnishinq reports concerninq the debtor's business, if 
it is authorized to be operatinq. 

--Makinq a final report and filing a final account of 
administration with the court. 

I In the 268 cases where trustees were appointed as attorneys 
and beinq compensated for performinq trustee duties, at least 
one or more of the above-mentioned duties was specifically 
~listed on the trustees/attorneys' billing statements. When one 
pf these specific duties was not listed, other duties were 
~listed on the attorneys' billing statements that were directly 
related to those specified in the code as trustee duties. For 
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example, trustee/attorney billinq statements contained the fol- 
lowinq description of services rendered: 

--preparing a list of questions to ask the debtor, 

--examining the debtor at the first meeting of creditors, 

--reviewinq the debtor's petition and schedules, and 

--answering letters from creditors reqardinq the status of 
the case. 

We believe these duties specifically fall under the categories 
listed in the code that require the trustee to investiqate the 
financial affairs of the debtor and to provide information to 
the parties involved in the case. 

It is important to note that to qualify as a trustee in a 
case, an individual need not have a legal background or possess 
a law degree. Therefore, the trustee duties outlined in 11 
U.S.C. S 704 are general responsibilities not requiring legal 
expertise. In the 268 cases we reviewed where the trustees 
acted as their own attorneys and received attorney compensation 
for performinq trustee duties, they were receiving dual compen- 
sation. That is, they were receivinq attorney fees in addition 
to their trustee fees to perform trustee duties. Although we 
were unable to determine the dollar value of these duties be- 
cause the claims for compensation did not specify the amounts of 
time spent performing each task, the ultimate effect is that 
fewer funds were available for distribution to creditors. 

To assist the bankruptcy judges in monitoring claims for 
attorney services in the future, the U.S. Trustees and estate 
administrators should review the claims and provide their sug- 
gestions to the bankruptcy judges regarding whether the services 
rendered were in fact appropriate attorney duties. It is impor- 
tant that the claims for attorney services be closely monitored 
if the interests of the creditors in the bankruptcy process are 
to be protected. 

Varying asset liquidation 
levels affect debtors and 
creditors 

Trustees in the eight districts visited had varying 
approaches regarding what minimum dollar amount of nonexempt 
assets must be available for liquidation before they attempt to 
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liquidate the assets. These varying approaches resulted in the 
inconsistent treatment of debtors and creditors. For example, 
depending on the trustee administering the case one debtor may 
be permitted to retain as much as $1,000 in assets, while an- 
other debtor in the same bankruptcy court may have all of his/ 
her assets liquidated. Of course, the debtors would only be 
able to retain the assets the trustee did not liquidate lf the 
secured creditors decided not to repossess them on their own. 
i(he dollar limits represent the point where the trustees’ 
administrative fees would consume all the proceeds from the 
liquidation of assets. 

The minimum amount of assets a trustee is willing to liqui- 
date has a direct impact on what belongings a debtor will retain 
after bankruptcy and the amount of funds creditors will receive 
from the debtor’s estate. In the southern district of Cali- 
fornia, a trustee told us he will not liquidate assets in a case 
unless the liquidation will yield at least $1,000 to the 
estate. If debt 
trustee abandons 9 

rs’ assets amount to less than $1,000, the 
them. This procedure, in effect, provides 

debtors an additional $1,000 exemption. In contrast, other 
~trustees in this district set their liquidation ceilinqs at 
/$500. 

The U.S. Trustee in the eastern district of Virginia has 
buthorized trustees not to liquidate assets which, when liqui- 
(dated, will yield less than $200 for the estate. This procedure 
has instituted to avoid the situation wherein all funds from the 
Iliquidated estate would go towards cost of administration rather 
Ithan to creditors. However, our case review showed that the 
itrustees in this district varied from this threshold. For 
example, one trustee in the eastern district of Virginia liqui- 
dated assets which yielded as little as $42, and the entire 
amount was absorbed by the trustee’s compensation and expenses. 
overall, 30 of the 193 cases reviewed in this district yielded 
less than $200, and in 11 of these cases all proceeds from 
liquidated assets were used for trustee compensation and 
Iexpenses. 

To alleviate the inconsistent treatment of debtors and 
creditors within districts, the judiciary and Justice should 
establish minimum liquidation thresholds on a districtwide basis 
to ensure that all debtors and creditors are treated equally. 

2Property which is abandoned in a case is kept by the debtor 
~ unless a creditor pursues a valid lien against the property. 
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BETTER CONTROL OVER 
CHAPTER 13 TRUSTEES' 
FINANCIAL ACTIVITIES NEEDED 

In four of the eight districts visited we found that chap- 
ter 13 trustees exceeded the lo-percent ceiling for compensation 
and expenses as established by the code. If the trustees had 
not exceeded the ceiling limitation, creditors would have re- 
ceived additional funds and more fully realized the benefits of 
the bankruptcy process. The excess compensation and expenses 
claimed in the four districts could have been identified if the 
annual financial reports the trustees are required to submit had 
received closer scrutiny by the U.S. Trustees and estate admin- 
istrators. 

In chapter 13 cases trustees deduct their compensation and 
expenses from the amount debtors are required to pay according 
to the terms of their court-approved repayment plans. During 
the tenure of the plans, usually a maximum of 3 years, the 
trustees’ functions include: 

--monitoring the debtors' payments to ensure their accounts 
do not become delinquent: 

--initiating court action to dismiss cases which become 
delinquent, or convert them to chapter 7 liquidation 
cases: 

--investing idle account funds and using the interest 
earned to offset operating expenses; and 

--periodically collecting funds from the debtor and dis- 
bursing funds to the creditors. 

In return for administering chapter 13 cases the trustees are 
reimbursed for their expenses in addition to their compensation. 

The code allows each bankruptcy court in the nonpilot dis- 
tricts and the Attorney General in the pilot districts to estab- 
lish the compensation and expenses trustees receive for adminis- 
tering estates subject to the following restrictions: 

--Compensation may not exceed 5 percent of the debtors' 
planned payments. 
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--The S-percent maximum compensation may not exceed, 
annually, the salary of a government employee at grade 
16, step 1, of the General Schedule. 

--If the total compensation and actual necessary expenses 
incurred by a trustee exceed 10 percent, or a lower 
percentage as established by the U.S. Trustee or bank- 
ruptcy courts, of debtors' planned payments, the excess 
must be returned to the U.S. Treasury. 

We found four districts that exceeded the lo-percent ceil- 
ing. In a fifth district-- the southern district of New York--we 
were unable to make such a determination because the trustee had 
not, as of September 30, 1983, submitted his fiscal year 1982 
annual report. Furthermore, his annual reports for fiscal years 
1980 and 1981 could not be analyzed for compliance with the code 
because they covered 19-month and S-month periods rather than 
the required la-month period. The following examples demon- 
strate the extent to which the trustees exceeded the lo-percent 
ceiling. 

--The three chapter 13 trustees in the eastern district 
of Virginia exceeded the lo-percent ceiling by receiving 
a total of approximately $20,000 over the ceiling for 
fiscal years 1980, 1981, and 1982. 

--In fiscal year 1982 the two chapter 13 trustees in the 
I , district of New Jersey received compensation and expenses 

in excess of the ceiling by approximately $13,000 and 
$38,000 respectively. These funds were derived from 
the interest earned on estate funds. 

--In the eastern district of New York one of the chapter 
13 trustees also exceeded the lo-percent ceiling. In 
fiscal year 1982 the trustee exceeded the ceiling by 
$29,000 because he was basing his fee and expenses, in 
part, on receipts from a prior year. At the time of our 
review this trustee and the Administrative Office were in 
the process of resolving the issue. 

--The trustee in the eastern district of Kentucky exceeded 
the ceiling by $15,000 in fiscal year 1982. In com- 
menting on the draft report, the bankruptcy judge from 
this district said that he believes that the trustee 
should be permitted to use interest income beyond the lo- 
percent maximum for compensation and expenses if the 
trustee incurs an extraordinary expense. Thus, he 
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believes that the trustee was justified in exceeding the 
statutory limit because he incurred extraordinary costs 
for computer services, and in the future this will reduce 
the trustee’s compensation and expenses. We believe the 
law is very specific that the lo-percent ceiling cannot 
be exceeded and, further, there is no guarantee that the 
trustee’s percentaqe fee for compensation and expenses 
will be reduced in the future. 

In the New Jersey district where the trustees exceeded the 
lo-percent ceiling because of the interest earned on estate 
funds, officials from the Executive Office for U.S. Trustees and 
the chapter 13 trustees told us that trustees were entitled to 
use the interest earned on estate funds even though the lo- 
percent ceiling would be exceeded. In their opinion, interest 
earned on estate funds is not subject to the lo-percent ceilinq 
because the code is silent on the use of interest income. We 
disagree with their interpretation because the legislative his- 
tory of 11 U.S.C. 541 (a)(6) clearly indicates that the Congress 
intended that any interest or qain realized on the investment of 
funds will become property of the estate and thus increase the 
funds distributed to the creditors. (House Report No. 95-595, 
September 8, 1977, p. 368.) In two districts we were unable to 
determine from the trustees’ records or through interviews why 
the trustees exceeded the lo-percent ceiling. The explanation 
provided by officials from the Executive Office for U.S. Trust- 
ees and the Administrative Office was that the trustees were not 
entitled to the funds and the trustees’ annual financial reports 
would be more closely monitored to prevent this from occurring 
again. 

In commenting on the report, Justice misunderstood our pre- 
sentation of how creditors would have benefited if trustees 
would not have exceeded the lo-percent ceiling either by retain- 
inq interest on estate funds or by improperly accounting for 
estate funds. In this regard, where the trustees were retaining 
interest on estate funds that resulted in their total compensa- 
tion and expenses exceedinq the lo-percent limit, the excess 
should have been returned to the Treasury. However, if interest 
is properly used to defray trustee expenses as indicated by the 
legislative history, the trustees’ percentage fee for expenses 
then could be reduced, thereby increasing the monetary return to 
creditors. In situations where the excess stemmed from the 
trustees inappropriately retaining estate funds, creditors would 
have received additional funds if the estates funds had been 
properly accounted for by the trustees. The proper administra- 
tion of these estates by the trustees in the circumstances just 
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discussed would have permitted the creditors to more fully real- 
ize the full benefits of the bankruptcy process. 

Both the Executive Office for U.S. Trustees and the judi- 
ciary could reduce the extent to which the problems we identi- 
fied occur by improving the supervision and oversight of trustee 
activities. To further improve the monitoring of trustee activ- 

'ities the Executive Office for U.S. Trustees and the judiciary 
should obtain the assistance of their internal audit staffs. 
The audit staffs would supplement the oversight of the U.S. 
Trustees and estate administrators by reviewing whether trustees 
are adhering to the provisions of the code and the guidelines 
issued by Justice and the judiciary. The audit staffs could be 
also used for in-depth audits of the trustees' financial activ- 
ities when the U.S. Trustees or estate administrators become 
aware of problems. 

CONCLUSIONS 

Our review of the procedures used to process bankruptcy 
cases in four pilot and four nonpilot districts showed that 
trustees administering chapter 7 asset cases and chapter 13 
cases need to be more closely monitored, and better guidance 
needs to be provided by the Executive Office for I1.S. Trustees 
and the judiciary. We found that the trustees in both pilot and 
nonpilot districts were not adequately protecting the interests 
of debtors and creditors and thus the debtors and creditors were 
not realizing the full benefits of the bankruptcy process. For 
example, trustees' financial management and inconsistent case 
processing practices created disparate treatment of debtors and 
creditors within the districts we visited. Some of the prac- 
tices identified were advantageous to some debtors and cred- 
itors, yet adversely affected others. The inconsistent adminis- 
tration of bankruptcy cases could be resolved through better 
dissemination of guidance from, and closer supervision by, the 
judiciary and the Department of Justice. 

RECOMMENDATIONS TO THE 
ATTORNEY GENERAL AND THE 

(DIRECTOR, ADMINISTRATIVE 
) OFFICE OF THE U.S. COURTS 
I 

Although our analysis cannot be projected to the nation's 
bankruptcy system as a whole, we believe that the problems 
identified were so frequent and of such magnitude that similar 

I conditions are likely to exist in other bankruptcy districts. 
~ Therefore, to ensure that the debtors and creditors receive the 
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full benefit of the bankruptcy process and to improve the admin- 
istration of chapter 7 asset cases and chapter 13 cases, we rec- 
ommend that the Attorney General and the Director of the Admin- 
istrative Office of the U.S. Courts coordinate their efforts 
and : 

--Require trustees to invest estate funds to reduce the 
the cost of estate administration and provide the 
maximum return to creditors. 

--Instruct trustees that if they act as their own attorneys 
they will not be reimbursed for attorney fees when they 
perform trustee duties. 

--Require U.S. Trustees and estate administrators to 
scrutinize the trustees’ billing statements and advise 
bankruptcy judges of the appropriateness of the services 
rendered. 

--Require 1J.S. Trustees and estate administrators to 
develop districtwide dollar limits for trustees to follow 
when deciding to liquidate assets. 

--Require U.S. Trustees and estate administrators to 
closely monitor chapter 13 trustees’ annual financial 
reports to ensure trustees are not exceeding the maximum 
compensation and expense levels. In addition, supplement 
the monitoring activities by having the internal audit 
staffs of Justice and the judiciary review the financial 
activities of bankruptcy trustees. 



CHAPTER 3 

AGENCY COMMENTS AND OUR EVALUATION 

The Judicial Conference's Committee on the Administratlon 
~ of the Bankruptcy System, the Administrative Office of the U.S. 
~ courts, four of the eight bankruptcy courts visited, and the 

Department of Justice provided written comments on this report. 
(See apps. I to VI). Of the remaining four courts visited two 
provided oral comments and two chose not to respond. The first 
two generally agreed with our conclusions and recommenda- 
tions, while the reactions of the six courts were mixed. In 
contrast, the Department of Justice generally disagreed with the 
report's conclusions and recommendations. 

The following is a discussion of the comments received and 
our evaluation of the comments. 

INVESTMENT OF ESTATE FUNDS 

The Chairman of the Judicial Conference Committee on the 
~ Administration of the Bankruptcy System and the Administrative 
~ Office said they believed that trustees should be encouraged to 
~ invest funds as a means of defraying the costs of administration 

and providing the maximum return to creditors in bankruptcy. In 
~ addition, the Chairman and Administrative Office stated that 

most chapter 7 cases have no assets and there are situations in 
which investment of estate funds would not be in the best inter- 
est of the estates. However, the Chairman and Administrative 
Office added that the new Bankruptcy Rule 5008(i) which became 
effective August 1, 1983, permits the aggreqation of funds, 
thereby making the investment of funds from small estates more 
feasible. 

Four of the six bankruptcy courts commented on this section 
of the report. Two of the four stated that guidelines and 
supervision were needed to guide trustees reqarding the invest- 
ment of bankruptcy funds. However, the four courts did express 
concern that (1) investing funds from small estates is futile 
because of the small return to creditors, (2) interest earned 
from an estate may not offset the paperwork time and costs 
associated with preparing income tax returns, and (3) the lenqth 
of time between the liquidation of the assets and the distri- 
bution of funds to creditors may not justify the investment of 
funds. With reqard to the small amount of funds, we believe 
that our recommendation to require trustees to invest estate 
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funds to maximize the return to creditors and the bankruptcy 
rule pertaininq to the aqgreqation of funds would address the 
concern about the small dollar amount of funds available for 
investment. 

The courts also raised the concern as to whether the inter- 
est to be earned from investinq funds would be negated by the 
cost of preparing tax returns. We wish to point out that trust- 
ees are not required to prepare a federal income tax return un- 
less an individual estate has qross income of $2,700 or m0re.l 
For those estates that earn income above $2,700 we do not be- 
lieve that the cost of preparing a tax return would negate the 
interest earned. 

The final concern raised by the courts was that the time 
between liquidation of the assets and the distribution of funds 
to creditors had to be of such duration to make it beneficial to 
invest funds. We agree with this concern; however, as shown on 
paqe 9 of this report, estate funds in the amount of $863,437 
laid idle in the noninterest-bearing accounts for an average of 
170 days.2 In our opinion, this time period allowed sufficient 
time to invest funds. 

In commenting on the section of the report Justice echoed 
~ the concerns raised by the bankruptcy courts just discussed and 
~ stated that the Executive Office for U.S. Trustees and U.S. 

Trustees Offices have offered guidance on the investment of 
funds. While this is true, we believe the guidance qiven has 
not been adequate (see pp. 7 to 10). Further, the comments 
received from two courts which were pilot districts support our 
belief in that these courts stated that guidance was needed. To 
support its contention concerning guidance, Justice attached to 

lThe provision of the Internal Revenue Code relating to income 
tax returns and filinq requirements for bankruptcy estates is 

~ section 6012 (a)(9). 

~ 2The averaqe period available for investment is the average 
number of days from the date of the last deposit of estate 
funds by the trustee to the date the trustee prepared the final 
report reqarding the disposition of the estate. 
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its comments a memorandum dated April 10, 1980, which included a 
statement that the Executive Office for U.S. Trustees would 
shortly be promulgating a policy concerning the investment of 
estate funds. In the interim, U.S. Trustees were told to do 
everythinq possible to ensure that estate funds were being 
invested. However, as of June 1984, the Executive Office had 
not issued any policy or guidance pertaining to the investment 
of funds as indicated in the 1980 memorandum. 

In the absence of uniform national guidance some U.S. 
Trustees had developed guidance for the trustees in their dis- 
tricts. Justice provided copies of such documents issued by 
three of the four U.S. Trustees included in our review that it 
contends provides guidance to trustees on the investment of 
estate funds. Although these documents discuss the investment 
of estate funds, in our opinion they cannot be categorized as 
adequate quidance. For the most part the three documents pro- 
vided us by the Executive Office merely advised the trustees to 
invest estate funds without providing any specific guidance. 
Consequently the investment practices between and among the 
U.S. Trustee Offices have been inconsistent. For example, a 
concern of many of the trustees we interviewed was that a fed- 
eral tax return was required of an estate that earned interest 
no matter what the amount. However, only one of the documents 
provided us on the investment of estate funds pointed out that a 
federal tax return need not be prepared unless gross income from 
an individual estate amounts to $2,700 or more. 

In this regard, adequate guidelines on the investment of 
estate funds should as a minimum include such provisions as (1) 
the trustees' responsibilities for preparing tax returns when 
interest is earned on estate funds, (2) revisions to federal 
rules of bankruptcy procedure that pertain to the investment of 
estate funds, and (3) the type of secure investments that will 
result in a substantial return. These provisions are not all 
inclusive but merely demonstrate the type of guidance the 
Executive Office for U.S. Trustees could provide on the in- 
vestment of estate funds. On the basis of the issues just 
discussed and the evidence presented in the report, we believe 
the quidance provided by the Executive Office on the investment 
of estate funds needs to be improved to ensure greater consist- 
ency amonq U.S. Trustees. 
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ELIMINATION OF DUAL 
COMPENSATION 

In responding to the issue that some trustees acting as 
their own attorneys were receiving compensation as attorneys for 
performing trustee services, not legal services, the Chairman of 
the Judicial Conference Committee on the Administration of the 
Rankruptcy System and the Administrative Office agreed that more 
guidance in this area was needed. Of the six bankruptcy courts 
responding, two addressed this issue and provided mixed com- 
ments, while the Department of Justice disagreed for a number of 
reasons. 

The Committee Chairman and the Administrative Office stated 
that the additional guidance needed dealt with instructing 
estate administrators and U.S. Trustees to scrutinize trustees' 
billing statements more carefully and to advise their courts to 
disallow attorney compensation where the services rendered con- 
stitute trustee duties. In further support of our position both 
parties pointed out that the Administrative Office's Office of 
Management Review in its audits of individual bankruptcy courts 
has also discovered instances where trustees have claimed attor- 
ney fees for performing trustee duties. To prevent this from 
occurrinq in the future, the Office of Management Review has 
recommended corrective action and greater supervision of the 
trustees by the pertinent courts. 

A concern expressed by one of the two courts and Justice 
was that the deficiencies we identified may be attributable to 
what they believe to be an inadequate fee structure for trustee 
compensation in chapter 7 asset cases. They contended that the 
commissions trustees receive for administering the assets of an 
estate are unreasonably low. Therefore, because of the unrea- 
sonable fee structure bankruptcy judges may not be inclined to 
strictly enforce the rule that attorneys should not be compen- 
sated for performing trustee duties, thereby leading to the 
situations we identified. In regard to this observation, we 
found no support that judges approved fees for this reason. 

The other court commenting on this issue stated that cred- 
itors are given the opportunity to object to the fees requested 
by trustees. However, the court states that the creditors 
rarely object to the fees. As a consequence, the court believes 
that it is beinq criticized for lack of meticulousness in 
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looking after the interest of disinterested creditors. Even 
though creditors rarely object to trustees’ fees, we do not 
believe this relieves the court of its responsibility for en- 
suring that legal fees are not being paid for performing trustee 
duties. In fact, the Bankruptcy Reform Act of 1978 is very 
clear that the judge is responsible for approving the appoint- 
ment of attorneys and approvinq their fees. 

In addition to its previously discussed concern, Justice 
submitted to us a number of documents which it believes provide 
quidance to trustees on the issue of claiming legal services. 
The documents were from two of the four U.S. Trustee Offices in- 
cluded in our review. No documents on this subject were pro- 
vided by the Executive Office for U.S. Trustees or the remaining 
two U.S. Trustees Offices we reviewed. We have continually 
requested such documents from the Executive Office and none have 
been forthcoming. The documents that were submitted did not 
address the issue of dual compensation as discussed in the re- 
port. Of the five documents submitted for one U.S. Trustee's 
Office only two discussed the retention of counsel. One docu- 
ment provided the trustees with examples to use on their appli- 
Qation to the court justifyinq the need for counsel so as not to 
be questioned by the judges. The other document informed trust- 

! 
es to perform some legal services if they were goinq to claim 
ompensation as an attorney. The documents submitted for the 

second U.S. Trustee's Office addressed the reimbursement of 
trustee compensation and expenses and not the retention of coun- 
sel. These documents do not provide specific guidance for 
trustees to follow and do not address our recommendation that 
instructs trustees that if they act as their own attorneys they 
will not be reimbursed for attorney fees when they are perform- 
ing trustee duties. 

VARYING ASSET LIQUIDATION LEVELS 

In commentinq on the need to develop districtwide dollar 
limits for trustees to follow when deciding to liquidate assets, 
the Chairman of the Judicial Conference Committee on the Admin- 
istration of the Bankruptcy System, the Administrative Office, 
the Department of Justice, and three of the six courts respond- 
ing expressed mixed views concerning this issue. 

Two of the three courts that commented agreed that liquida- 
t,ion limits would be appropriate. One of the courts that agreed 
stated: 

“In connection with the problem concerning the 
inequities which have arisen from different liquidation 
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limits within a district, there can be no question but 
that this is a proper recommendation and should be 
implemented and carried out to the fullest extent 
possible." 

The court that disagreed stated that the administration of jus- 
tice is an imprecise science that results in many inequities, 
such as nonuniform sentences for the same crime and disparate 
awards for the same injuries. It is true that such conditions 
prevail. However, that in and of itself does not make it appro- 
priate. In fact, the Congress is presently attempting to estab- 
lish sentencinq guidelines to reduce the disparity in sentencing 
practices that this court has alluded to. Similarly, we are 
attempting to limit the disparate treatment of debtors and 
creditors in the bankruptcy process. 

The Committee Chairman, the Administrative Office, and Jus- 
tice questioned the need for establishing mandatory limits. The 
Committee Chairman and Administrative Office agreed that the 
concept may have merit and would be considered further. How- 
ever, both agreed that they are not convinced that mandatory 
dollar limits for liquidation on a districtwide basis would be 
the most effective approach to ensuring equal treatment of debt- 
ors and creditors. They said they were concerned that such an 
approach may be too inflexible to accommodate the variety of 
situations in which a decision must be made on whether liquidat- 
ing an asset would be justified in light of the costs associated 
with liquidation. Justice, in its comments, echoed these con- 
cerns and added that many U.S. Trustees have attempted to set 
minimum liquidation quidelines, and the success of this effort 
has been mixed. Our review of documents from four U.S. Trustees 
Offices indicated that only one office established minimum 
liquidation guidelines (see p. 13 of the report). 

In addressing these concerns, it should be recognized that 
the recommendation contained in the report is an attempt to nar- 
row to the extent possible the inconsistencies that presently 
exist when trustees decide to liquidate or abandon an asset. We 
realize that there are valid exceptions to any standard, and we 
would expect them to occur if the judiciary and Justice imple- 
mented our recommendation. The establishment of dollar limits 
for liquidation would provide the trustee with a point of refer- 
ence to use when deciding whether or not to liquidate an asset 
and provide a more consistent treatment of debtors and cred- 
itors. However, the limit established should only be deviated 
from for qood reason, such as when it would be cost effective to 
not liquidate the asset or assets. If the judiciary and Justice 
do not establish the dollar limits pertaininq to the liquidation 

24 



of assets then each individual trustee within each bankruptcy 
district will continue to determine his/her own limits, as is 
evidenced by the report. As a consequence, the inconsistent 
treatment of debtors and creditors will 90 unchecked. 

,BETTER CONTROL OVER CHAPTER 13 
TRUSTEE ACTIVITIES 

The Chairman of the Judicial Conference Committee on the 
Administration of the Bankruptcy System, the Administrative 
Office, and three of the six bankruptcy courts commenting agreed 
that the financial activities of the chapter 13 trustees should 
be closely monitored and the financial reports should be re- 
viewed to ensure that trustees are not exceedinq the statutory 
maximum authorized for compensation and expenses. However, Jus- 
tice disaqrees and states 

"The main thrust of the criticism of chapter 13 case 
administration seems to be that creditors are not re- 
ceiving monies due them because the interest earned on 
funds invested by the standing trustees is not used to 
pay creditors, but is being used to increase the trust- 
ees' compensation." 

$ustice believes that the concerns discussed in the report 
pertaining to the administration of chapter 13 cases are based 
on a misreading of the law by GAO. 

We believe that Justice's comments (1) do not accurately 
characterize our concerns with the administration of chapter 13 
cases: (2) do not distinguish between what the law allows 
trustees to collect as a percentage fee from debtor payments and 
what may be retained from that fee as compensation; (3) do not 
address the proper effect on, and treatment of, amounts col- 
lected under the percentage fee as a result of using interest 
earned to offset expenses; and (4) reflect an excessively re- 
dtrictive application of the code and its legislative history 
with regard to 11 U.S.C. 541(a)(6) and the treatment of interest 
earned. 

'ase 
Justice's characterization of our concerns with chapter 13 

9 administration is not accurate because it focuses solely on 
he issue of whether creditors are to directly receive interest 

earned on debtor payments. Rather, our finding is that trustees 
are receiving funds in excess of the statutorily prescribed 
limits contained in 11 U.S.C. S 1302(e). Whether and to what 
extent creditors are not receiving the full benefits of the 
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bankruptcy process represents a result of trustees retaining the 
excess. Our finding is equally valid even if creditors receive 
full payment for their claims to the extent that the excess is 
not returned to the Treasury, or used as a basis for reducing 
the debtor’s payments under a modification of the payment plan 
under 11 U.S.C. 5 1329(a). Because Justice focused on the 
interest issue, the matter is discussed in detail below. 

While Justice acknowledges that excess compensation is to 
be returned to the U.S. Treasury under 11 U.S.C. S 1302, it also 
characterizes that requirement as applying to amounts in excess 
of lo-percent compensation. As we pointed out on paqes 14 and 
15 of the report, the code limits the amount of the percentage 
fee to be retained as compensation to 5 percent of the pay- 
ments. The differential between that 5 percent and the percent- 
aqe fee collected from the payments, as fixed by the court but 
not to exceed lo-percent, may be retained only to the extent 
needed to cover actual, necessary expenses. Justice’s comments 
do not recoqnize this distinction between the maximum 10 percent 
percentage fee which may be collected by the trustee and the 
amount of that percentage fee which may be retained as compensa- 
tion. 

This distinction is important in analyzing the proper ef- 
fect on, and treatment of, the amounts collected under the per- 
centage fee as a result of using interest earned to offset 
expenses. It was expected that the percentage fee set by the 
court would generate sufficient funds to cover the compensation 
for the trustee (not to exceed 5 percent of payments made under 
the plans) as well as the trustee’s office expenses.3 The leg- 
islative history of 11 U.S.C. S 1302(e) further indicates that 
the court would fix the percentage fee on the basis of a 
“budget” which would be prepared by considering the anticipated 
caseload of the trustee, the payments that would result from 
such cases, and the trustee’s projected office expenses. In 
recognition of the possibility that future developments might 
result in the amounts collected by the trustee under the 
percentage fee exceeding the allowed compensation and actual, 
necessary expenses, 11 U.S.C. 51302(e)(2) provides that the 
excess be returned to the Treasury. 

The earning of interest on the debtor’s payments, and the 
trustee’s use of that interest to defray expenses, is just such 
a development. Under the budqet and fee setting process de- 
scribed above, the fee should reflect what is needed to provide 

3See House Report 95-595, p. 106 (1977). 
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the trustee with compensation and expense reimbursement. If 
interest earned is retained by standing trustees to cover office 
expenses, then the amount of the percentaqe fee that is needed 
to be retained to cover remaininq expenses should be reduced. 
In such a case, with compensation limited to 5 percent under 11 
U.S.C. 5 1302(e)(2)(A) and the full amount of the remaining 5 
percent (assuming a lo-percent fee) not needed to cover ex- 
penses, there will be excess from the percentage fee. This ex- 
cess must be returned to the Treasury under section 1302(e)(2). 

However, our report describes cases in which trustees re- 
tained the interest and the lo-percent fee without returning 
funds to the Treasury. Justice did not provide a legal basis 
justifyinq the retention of funds totaling more than 10 percent 
of debtor payments, other than to suggest that it may be permis- 
sible to use interest earned to offset administrative expenses 
carried over into the next year. We find no basis for such a 
construction of the statute either in the code or in its leqis- 
lative history. Section 1302(e)(2) provides that amounts re- 
maininq from the percentaqe fee after paying compensation and 
;expenses shall be paid annually to the Treasury. 

While Justice acknowledges that interest is to be used to 
defray expenses, it does not trace through the effect this will 
have. We did not intend that our comment be interpreted to 
$uqqest that interest should or is supposed to go directly to 
ithe creditors. Of course, if excess from the percentage fee 
bccurs under the analysis described above, the immediate effect 
his that it must be returned to the Treasury. However, as dls- 
!cussed below, we also took into account that the proper treat- 
ment of interest should affect the percentage fee which should 
be established, and thereby ultimately benefit creditors. 

Using interest to defray expenses can ultimately result in 
enhancing the recovery of creditors. By paying expenses with 
earned interest and thereby reducinq the need to pay expenses 
out of the percentage fee, the opportunity exists for reducing 
~the fee. The reduction need not apply to the maximum S-percent 
compensation authorized by section 1302(e)(2)(A), but to the 
/remaining 5 percent (assuming a lo-percent fee) oriqinally allo- 
cated to cover necessary, actual expenses. This can occur under 
11 U.S.C. S 1329(a) which provides a basis for modification of 
the payment plan. There also is judicial precedent for bank- 
ruptcy judges to make an equitable adjustment in t e amount the 
bhapter 13 trustee can collect from plan payments. 9 Of course, 

i4Matter of Eaton, 1 B.P. 433 (1979). 
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whether the plan should be modified or the percentage fee re- 
duced must be examined on a case-by-case basis. However, if 
standing trustees are returnina funds to the Treasury or, as we 
found, retaining the interest in addition to a 10 percent per- 
centaqe fee, It appears reasonable that some equitable adjust- 
ment should at least be considered. There was no indication 
durinq our review that such actions occurred or were consid- 
ered. Thus t we recommend that U.S. Trustees and estate adminis- 
trators closely monitor chapter 13 trustees’ annual financial 
reports and that internal audit staffs of Justice and the 
judiciary review the financial activities of trustees. We have 
clarified the discussion on page 16 to reflect the distinction 
between the immediate effect and the potential benefit of 
eliminating the trustees retention of excess funds. 

The analysis discussed throughout is based on our applying 
11 U.S.C. 5 541(a)(6), as incorporated by 11 U.S.C. 5 345, to 
chapter 13 cases. We believe that Justice’s comments reflect an 
excessively restrictive application of the code and its legisla- 
tive history. Not only does 11 U.S.C. S 103(a) provide that 
chapter 3 (containinq section 345) and chapter 5 (containing 
541(a)(6) apply to chapter 13 cases, but the leqislative history 
of the sections in question provides no basis for limiting their 
application to chapter 7. We believe the legislative history of 
these sections indicates a broader application. 

Section 345 authorizes trustees to invest money of the 
estate. Section 541(a)(6) provides that the estate includes 
“proceeds, product, offspring, rents, and profits of or from 
property of the estate.” The leqislative history clearly shows 
the interrelationship of these two sections. Committee reports 
on section 345 state that: 

“Under proposed 11 U.S.C. 5 541(a)(6), * * * any 
interest or gain realized on the deposit or Invest- 
ment of funds under this section will become property 
of the estate, 
of creditors.“5 

and will thus enhance the recovery 

with reqard to estates administered by U.S. Trustees in pilot 
districts, 11 U.S.C. $$ 15345 authorizes the aggregation of 
estates in order to maximize return on investment and requires 
that: 

5House Report 95-595, p. 333 (1977); Senate Report 95-989, p. 44 
(1978). 
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"any return on any such deposit or investment shall 
be paid by the United States trustee into the 
Treasury.'16 

The legislative history clearly shows that "the interest earned 
on estate funds will further defray the cost of the United 
States Trustee system." 

While the law is not as clear with regard to the treatment 
of interest by chapter 13 standing trustees as it is for U.S. 
Trustees, the legislative intent is unmistakable. The committee 
reports reveal that the authority for private trustees to aggre- 
qate estates would be left to the Rules of Bankruptcy Proce- 
dure. However, in specifically mentioning standing chapter 13 
trustees, the reports state that when funds are invested, "the 
interest or return on the funds would defray the costs of 
administ ring the cases in which the private standing trustee 
serves." 7 

Further, the Judicial Conference Advisory Committee on Bank- 
ruptcy Rules stated, in its note to the new bankruptcy rule for 
section 345, that combined deposits or investments may be par- 
ticularly beneficial when a standing chapter 13 trustee has a 
large number of plans to administer. In liqht of these legisla- 
tive and judicial pronouncements and the clear interrelationship 
between sections 345 and 541(a)(6), we found unsupportable Jus- 
tice's comment that our statements regarding the investment of 
funds do not apply to chapter 13 cases. 

'SCOPE AND METHODOLOGY 

The Department of Justice took issue with the scope and 
methodoloqy of our work. In commenting on the report Justice 
questioned why we conducted our review because ABT Associates in 
their study covered chapter 7 and chapter 13 cases. In this 
regard, we specifically explained the differences between our 
lreview and ABT Associates (see p. 33). Our review differed from 
IABT Associates in that we concentrated solely on closed chapter 
~7 asset cases, whereas ABT's study included chapter 7 cases 

6Section 15345 was moved from section 345 when it was agreed 
that the U.S. Trustee system would be a pilot program. 

7 House Report 95-595 p. 334; Senate Report 95-989 p. 44. 
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filed. ABT Associates used data collected by the Administrative 
Office of the U.S. Courts for the purpose of selecting a uni- 
verse of chapter 7 cases to sample. However, ABT Associates 
discovered, as we did during a prior bankruptcy study,* that 
the chapter 7 cases filed as recorded by the Administrative 
Office did not distinguish between asset and no asset cases 
until the case was closed. Also, ABT Associates discovered as 
we did that the bulk of the chapter 7 cases filed were not asset 
cases. Therefore, the sample taken by ART Associates contained 
a limited number of chapter 7 asset cases. As a result, we 
obtained from the Administrative Office a universe of closed 
chapter 7 asset cases and concentrated solely on these cases. 

Our review further differed from ABT's in that we concen- 
trated on the financial operations of chapter 13 trustees, 
whereas ABT limited its evaluation to a broad overview of the 
chapter 13 process. ABT's review was limited because the 
Executive Office for U.S. Trustees had limited resources devoted 
to the chapter 13 process. 

Justice's final comment on this section is that our sampl- 
ing techniques and methodology are statistically unsound. In 
support of this position Justice constructed a chart (see p. 53) 
which compares for each district we reviewed the number of cases 
we reviewed, which Justice labels as sample cases, to the total 
number of chapter 7 cases filed during fiscal year 1982 and 
chapter 7 asset cases active at the end of fiscal year 1982 for 
the four pilot districts included in our review. By comparing 
filed and pending cases to the cases we reviewed, Justice 
arrived at a very low percentage of cases analyzed as compared 
to the total universe of chapter 7 cases filed and active asset 
cases. On the basis of these percentages, Justice concluded 
that our methodology was unsound. 

However, Justice's conclusion that the cases reviewed were 
selected from a sample and consisted of both chapter 7 asset and 
nonasset cases is not accurate. This was not the methodology we 
used, which is explained on pages 32 to 34 of the report. On 
page 34 of the report we have added additional language to 
clarify that we analyzed the entire universe of chapter 7 asset 
cases and that a sample of cases was not taken because of the 
limited universe. Although our analysis cannot be projected to 

aBankruptcy Reform Act of 1978--A Before and After Look (GAO/ 
GGD-83-54, July 20, 1983). 
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the natlon’s bankruptcy system as a whole, we believe that the 
problems identified were so frequent and of such magnitude that 
similar conditions are likely to exist in other bankruptcy 
districts. 

OVERALL COMMENTS BY JUSTICE 

Justice stated that during the April 1982 to September 1982 
period in which the cases we reviewed were terminated, the U.S. 
Trustee Proqram operated under budgetary constraints, thus 
hampering the operation of the program. In particular Justice 
stressed that the budget constraints resulted in a reduction of 
staff that reduced their oversight of chapter 7 and chapter 13 
cases. Justice’s statement is accurate to the extent that the 
program has been and continues to be affected by a reduction in 
staff due to budgetary constraints. However, the budgetary 
constraints stemmed from Justice’s unwillingness to support the 
program, because it contended that the U.S. Trustee Program was 
properly a function of the judiciary and not the Department of 
Justice. 

In this regard Justice had not requested funding for the 
program in fiscal years 1982 and 1983. Even though Justice did 
not request fundinq or permit the Executive Office for U.S. 
Trustees to prepare a budget, the Congress still provided 
funding--$5.7 million and $7.5 million in fiscal years 1982 and 
1983 respectively. These funding levels were such that the 
Executive Office was required to initiate a reduction-in-staff. 
In fiscal year 1984, Justice initially did not request funding; 
however, it subsequently requested $6.8 million to continue the 
program until April 1, 1984, the then scheduled termination 
date. However, the Congress subsequently extended the program 
from April 1, 1984, to September 30, 1984, and provided $8.2 
million to operate the program. 

The deficiencies noted in the report can to an extent be 
attributed to Justice’s unwillingness to financially support the 
U.S. Trustee program. However, the limited guidance and moni- 
storing in the administration of chapter 7 asset cases also 
contributed to the deficiencies identified. 
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CHAPTER 4 

SCOPE AND METHODOLOGY 

We reviewed the implementation of the Bankruptcy Reform Act 
of 1978, as it related to bankruptcy cases filed under chapters 
7 and 13, because of our continuing interest in improving the 
operations of the federal judiciary. The review was initiated 
to determine (1) the adequacy of the guidance and directives 
provided by the judiciary and the Executive Office for U.S. 
Trustees on case administration, (2) if the interests of debtors 
and creditors were being adequately protected, and (3) the ex- 
tent to which the fees for trustees' and experts' services were 
monitored to ensure their reasonableness. To accomplish these 
objectives we selected eight bankruptcy court districts consist- 
ing of four pilot and four nonpilot districts. The pilot 
districts are under the purview of the U.S. Trustee Program 
administered by the Department of Justice which the Congress 
established as an experimental pilot program, and which is 
scheduled to terminate in September 1984. In these districts a 
U.S. Trustee is responsible for overseeing the administration of 
cases. In the four nonpilot districts, which are not part of 
the experiment, the responsibility for overseeing case adminis- 
tration rests with the Clerks of Court and the Deputy Clerks of 
Court for Estate Administration (estate administrators). 

During the planning and scoping phase of this assignment, a 
literature search was performed. We identified studies com- 
pleted and underway that dealt with the administration of bank- 
ruptcy cases. From the results of the studies identified, in- 
terviewing individuals knowledgeable in the bankruptcy field, 
and our own work, an audit approach was developed to accomplish 
our objectives. 

Our review included an assessment of the administration of 
closed chapter 7 asset cases and the financial operations of 
chapter 13 trustees, but it did not include an assessment of the 
administration of chapter 11 business reorganization cases be- 
cause of the efforts expended in this area by a private con- 
tractor. The contractor was hired by the Department of Justice 
to conduc f 

a study of the 1J.S. Trustee Program as required by 
the code. After reviewing the statement of work for the 

------- 

lABT Associates, (JYUST-82-C-101), required by Public Law 
95-598. 
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contract and discussing our efforts with the contractor's pro- 
ject manager we decided that any work we would perform on admin- 
lstration of chapter 11 cases would be duplicative. Although 
the private contractor's effort also included chapters 7 and 13 
cases, our review differed because we performed a detailed 
analysis of 771 closed asset chapter 7 cases and a detailed 
review of chapter 13 trustees' financial operations. 

SELECTION OF LOCATIONS 

The detailed audit for this assignment was performed at 8 
of the 91 bankruptcy courts which handle bankruptcy cases for 
the 94 judicial districts. These courts were selected because 
of the expertise of the staff that was available in our regions 
that had performed work on a prior review of bankruptcy oper- 
ations. That assignment addressed the impact of the Bankruptcy 
Reform Act of 1978 on bankruptcy filings. The report was issued 
on July 20, 1983, and is entitled Bankruptcy Reform Act of 
1978--A Before and After Look, (GAO/GGD-83-54). Five of the 
elcrht districts visited during this assignment were also in- 

a 

eluded in the prior assignment. Three additional bankruptcy 
~districts were added to provide us with broader coverage. The 
iadditional districts included two pilot districts (the district 
of New Jersey and the eastern district of Virginia) and one 
nonpilot district (the southern district of California). Thus, 
our review included four pilot2 and four nonpilot districts. 
IThese eight bankruptcy districts represented approximately 22 
percent of all chapter 7 cases terminated and 20 percent of all 
chapter 13 cases filed during statistical year 1982 (July 1, 
1981, to June 30, 1982). The eight districts included four dis- 
tricts on the east coast, two districts on the west coast, and 
two districts in the midwest. 

PCentral district of California, district of New Jersey, 
southern district of New York, and the eastern district of 

lVirginia. 

7 ISouthern districts of California and Ohio and the eastern 
:districts of Kentucky and New York. 
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SELECTION OF ASSET CASES 
REVIEWED 

We reviewed all 771 asset chapter 7 cases that were termi- 
nated during the period April 1, 1982, to September 30, 1982. 
This time frame was selected because court officials told us 
that this would have allowed the trustees ample time to become 
familiar with the changes in the code that affected the proce- 
dures for administering cases. Therefore, we would be in a 
better position to evaluate how case administration affected 
debtors and creditors in the bankruptcy process. These 771 
cases consisted of 574 nonbusiness cases and 197 business 
cases. Rather than sampling from the 771 cases, we analyzed the 
entire universe of cases. The table below shows the chapter 7 
asset cases reviewed, by bankruptcy court district, and dis- 
tinguishes between business and nonbusiness cases. 

District 
Non- 

business Business Total 

Central California 
Southern Californiaa 
Eastern Kentucky 
New Jersey 
Eastern New York 
Southern New York 
Southern Ohio 
Eastern Virclinia 

4 
0 

32 
19 
73 

2:: 
161 

8 
0 

13 
27 
39 

5 
73 
32 - 

12 
0 

45 
46 

112 
16 

347 
193 

Total 574 197 771 
- - - 

"This district closed no asset chapter 7 cases during our 
sample period. 

Our review work was conducted between January 1983 and 
February 1984. We analyzed the procedures used by U.S. Trustees 
and the bankruptcy courts to administer chapters 7 and 13 
cases. At each court visited, we interviewed judges; chapters 7 
and 13 trustees; Clerks of Court; and, where applicable, U.S. 
Trustees and Deputy Clerks of Court for Estate Administration. 
We discussed their procedures for appointing trustees, trustees 
being appointed as attorneys, the reasonableness of the fees 
charqed by experts, and how the bankruptcy process could be 
improved. 
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APPENDIX I APPENDIX I 

UNITED STATES DISTRICT COURT 
SOUTHERN DImTRICT oc New YORK 

imiwm 
:2 12-79 1-o 145 

EDWARD J. RYAN 

BANKRUPTCY JUDOC 

UNITKD STATLS COURTHOU~K 

FOLEY sournc 

NEW YORK. N. Y 10007 

March 21, 1984 

William J. Anderson, Esq. 
Director 
United States General Accounting Office 
General Government Division 
Justice Audit Site 
441 G Street, N.W., Room 3862 
Washington, D. C. 20548 

Dear Mr. Anderson: 

At a meeting of the United States Bankruptcy Judges for 
the Southern District of New York held on March 5, 1984, inter 
alia, we gave consideration to a “Draft of a Proposed Report: 
Greater Oversight and Guidance of Bankruptcy Process Needed.” 

It would appear to the judges that much of the critical 
comment is directed to administrative matters under the supervi- 
sion of the Office of the United States Trustee in this District. 
That office is making a direct reply. In view of the statutory 
placement of the oversight function with the Office of the U. S. 
Trustee, not the bankruptcy judges, it is unclear why the report 
stresses the need for judicial supervision. For example at page 6, 
the proposed report states: 

“These deficiencies can be attributed to 
inadequate guidance provided bankruptcy 
trustees and the limited monitoring of 
trustee activities by the Justice and the 
judiciary. ” 

Perhaps the reference is intended to be only to “the judiciary” 
in non-pilot districts. 

While many of the comments are well taken generally, 
there are countervailing considerations in individual cases. 
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APPENDIX I APPENDIX I 

William J. Anderson, Esq., GAO 2. 

Needless to say, in order to accomplish the suggestions in 
the proposed report, a substantial increase in high quality staff is 
required In our court and I am sure in the Office of the United 
States Trustee for this District. 

EJR:eej 
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APPENDIX II APPENDIX II 

UNITED STATESBANKRUPTCYCOURT 
EASTERNDISTRlCTOFVIRCINIA 
206 NORTH WASHINGTON STREET 

SUITE 410 
ALEXANDRIA, VIRGINIA 22314 

CHAMBERS OF 
&ARTIN v B BOST~~ER, JR. 

JUDGE 
(703)557-3867 

March 22, 1984 

Mr. William J. Anderson 
Director 
United States General Accounting Office 
Ueneral Government Division 
Washington, D.C. 20548 

clear Mr. Anderson: 

Reference IS made to your letter of February 23, 1984 
enclosing a copy of the draft of a proposed report concerning 
greater oversight and guidance of the bankruptcy process. I have 
reviewed the report carefully and discussed the same with the 
other bankruptcy Judges of this district and will reply seriatim 
to the five problems raised through the recommendations of your 
rleport . 

You have clearly outlined in your report that thig district 
is part of the Unlted States Trustee pilot program, whereby the 
Uhited States Trustee appoints and supervises the trustees in this 
district, and thus the problems outlined are within his province 
and this reply, accordingly, should be viewed in that context. 

A consideration of the investment of funds by trustees must 
necessarily take into account several factors: (1) the size of 
the amount to be invested, (2) the length of time between liquida- 
tion and distribution and (3) the possibility of emergency pay- 
ments that can arise before distribution is made and which could 
require immediate payment. 

The requirement imposed upon trustees to file tax returns for 
ektates where Income is earned requires a consideration of the 
amount earned. The ultimate effect being that if the amount 
e 

k 
rned does not warrant the necessary time in filing a tax return, 

t ere is a resulting negative impact. In addition, it is impor- 
tgnt to consider the time between the receipt of the funds and the 
distribution of the same. If the investment of the funds unduly 
delays distribution to the creditors, then this could be in con- 
flict with the spirit of the act. The requirement for reserving 
funds for emergency payments can arise in certain cases and must 
be taken into account by the trustee and, on occasion, c$n present 
a delay or prevent an investment of the funds. 

37 



APPENDIX 11 APPENDIX JI 

'I'hcrc cdn be no doubt that ln a large number of cases it. IS 
not only pr<lctlcable but crucial that funds be invested for the 
lon(I~lst, period possible. 'This concept should be implemented by 
well-dr,lwn guldellnes, a thorough educational process of the 
trucltecs through the Unlted States Trustee or estate adminlstra- 
tor ) <and a contlnulny close scrutiny to make sure that where 
pr~l[‘tir~~blc there is adherence to such guldellnes. 

'I'he area concerning the overlapping of trustee duties with 
clttorncy functions is not an easy one to monitor. This area has 
heen monitored not only by the Unlted States Trustee but, also, by 
the Court of this district, and certain guidelines have been 
informally establlshed to prevent as far as possible such over- 
lapping. The general format followed 1s that any procedure which 
could be performed by a client without legal help is ordinarily a 
function charged to the trustee. On the other hand, any function 
requlrlng the expertise of an attorney 1s ordinarily consldered a 
leqill function, e.g., the initial letter sent to the debtors of 
the bankrupt demanding payment is a trustee function, since this 
could hdve been accomplished by a client who has no legal train- 
lnq, e.y., preparation of pleadings is an attorney function.1 

In connection with the problem concerning the inequities 
which have arisen from different llquidatlon llmlts wlthin a dls- 
trict, there can be no question but that this is a proper recom- 
mendation and should be implemented and carried out to the fullest 
extent possible. 

The recommendation in connection with close monitoring by the 
UnIted States Trustee and estate administrators of Chapter 13 
trustees along with internal audits ls, again, one which IS a 
proper function and should be instituted If not already in place 
or implemented where necessary. 

It should be noted that all the above problems have been of 
onqoing concern in this district, and the United States Trustee 
hdh generally carried out these functions well, but that lack of 
sufficlcnt, fundlng and, in turn, lack of adequate personnel has no 
doubt hampered the effort. 

I trust that the foregoing will b P of help on the report. 

MVHH,Jr‘/Ipnt 

Iwe found no evidence of nor when requested were we provided 
with documents by the district of formal or informal guidelines 
pertaining to the overlapping of trustee duties with attorney 
functions. 
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RICHARD W HILL 
.A”“““,IC” ,YOO, 

u. l COURT WOUSC 

AOC c*sTsTATL*TnLLT 

POST OrrICK BOX 1s.s 

TRENTON. NEW JCRSCY 0(100(1-1561) 

March 23, 1984 

William J. Anderson, Dlrec tar 
Unlted States General Accounting Office 
Washington, DC 2OS48 

Dear Mr. Anderson: 

I want to thank you for the opportunrty to respond to the draft report of the 
I 
I 

United States General Accounting Office respecting the operation of Chapter 7 and 

I 
Chapter 13 of the new Bankruptcy Code. Much of the report involves the supervision 
of Chapter 7 and Chapter I3 trustees. You must appreciate that because New Jersey 
is a United States Trustee Prlot area, that direct supervision of the trustees is 
principally the responsibility of the Unlted States Trustee, although in certain areas, 
particularly the flxmg of fees, the Court has an Independent role to play. 

I am going to direct my comments generally to some of the comments found in 
Chapter 2 of the draft report. 1 ~111 organize my comments by your subheadings. 

INVESTMENT OF ESTATE FUNDS (Page 7) 

I think that everyone would agree that Investment of funds m the appropriate 
case IS beneficial. I think, however, that what IS really required IS not a directive that 
all estate funds always be Invested. Rather, what IS required are guidelmes and 
supervrslon with respect to the investment of momes. For example, on page 8, 588 
cases of the 662 cases which earned no interest fall In the zero to $2,999 category. 
On page 9, In the less than $1,000 category, you mdlcate that In 370 cases, $3,217 In 
Interest was foregone. That IS less than $10 a case. I would suggest that it is a futile 
effort to require a trustee to Invest money when the rate of return is less than $10 a 
case. 

I am not a tax expert, but It has always been my understanding that trustees 
who had interest Income, regardless of the amount, are required to file a tax return. 
If that assumption IS correct, It IS even more clear that Investment activity in small 
cases IS futile. At the very least, as a trustee Invests money he must apply for a 
taxpayer ldentlfrcatlon number for each case (except for a corporation). The $10 
worth of Interest earned ~111 not justify the paperwork involved in processing an 
apphcatlon for a employer’s ldentlfication number, much less paying for the prepar- 
ation of a tax return. 
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I think it is clear that there must be guidelrnes respectmg Investment of 
money and policing of those guidelines. The per case income, however, must justify 
the expense. For example, you report on page 8 that a trustee in New Jersey 
neglected to invest $72,500 for seven months. That IS inexcusable. I think that the 
trustee should be surcharged for the lost Interest.1 

ELIMINATION OF DUAL COMPENSATION (Page 10) 

I agree that counsel for trustees and trustees should not be compensated for 
the same services. That is a problem even where the trustee retains separate counsel. 
In that case, the trustee is content to apply for his commissions and frequently his 
attorney will attempt to be compensated for services which really should have been 
compensated for in the commissions area. 

Although I agree that the four duties referred to at the bottom of page II are 
frequently trustee duties and not attorney duties, 1 would suggest to you that m 
complicated cases, an attorney for the trustee might iustifiably perform these duties. 2 

I thrnk that one of the malor problems respecting fees, particularly in small 
cases, IS that the commissions available under the Code are unrealistically low. I think 
that if we return to the practice under the Act of permitting the Bankruptcy Judge 
award a limited flat fee ($150 under the Act) regardless of whether the commissions 
lustified the fee, that Judges would be more inclined to strictly enforce the rule that 
attorneys should not be compensated for performing trustee’s work. 

VARYING ASSET LIQUIDATION LEVELS (Page 14) 

I agree that there should be guidelines with respect to what assets are 
abandoned. I think that you should keep in mmd, however, that if you have unsecured 
claims which total $7,000 and you have a gross recovery of $500, that after the 
payment of fees and expenses, very little remains to be distributed to creditors. $250 
distributed among $7,000 is a return of less than .04~ on the dollar. I am not 
altogether sure that the credit industry has any desire for a recovery of that limited 
amount. 

In any event, guidelines would be appropriate. 

CONTROL OVER CHAPTER 13 TRUSTEES’ FINANCIAL ACTIVITIES (Page 14) 

I agree that the financial activities of Chapter 13 trustees should be carefully 
checked and monitored. Since the Judges do not fix fees in United States Trustee pilot 
areas, I cannot comment on the propriety of Chapter 13 trustees recevmg 10% plus the 
interest generated on the funds collected. I would suggest, however, that your 
comment on page 13 suggesting that creditors would have received additional funds if 
this had not occurred IS inaccurate. What creditors receive is determined by the 
confirmed plan. For example, if the unsecured creditors were to receive .5Oc on the 
dollar, I do not believe that trustee investment could or would increase that amount. 

‘Because of additional information provided by the Executive 
Office for U.S. Trustees this example was deleted from the 
report. 

2We agree that attorney services may be required in complicated 
cases. Therefore, when making the determination of dual com- 
pensation we reviewed both the trustees’ billing statements and 
the case files. If these documents in any way indicated that a 
particular service required legal input we did not question the 
compensation paid. 
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What trustee Investment of funds appears to do IS to provide addrtronal sources 
of revenue with which to meet expenses and commissions. Ideally, the interest earned 
should permit the reduction of the percentage figure so that debtors pay less. 

If your legal position IS correct, I thmk that Instead of benefitmg the 
creditors, that the excess monres should have been paid mto the Treasury of the 
United States. 

While we are talkmg about the commissions of Chapter I3 trustees, I do thank 
that several other matters in the area should be addressed. Particularly at a time of 
high filings, trustees seem to generate sufficient income to meet expenses. At other 
trmes, however, trustees may operate at a loss. I thmk that the statute should be 
arnended or regulations drafted to permit losses incurred by Chapter 13 trustees to be 
satisfied by “profits” made in other years.3 

Fmally, I believe that because of the large amount of money involved on a 
national basis, that Chapter 13 trustees should be closely monitored and their accounts 
audited by major accountmg firms which have developed expertise m this area. In 
fact, the United States Trustee Program does use a “Big 8” accounting firm on a 
national basis. 

For Chapter 7 and Chapter 13 to work well, supervision IS required either by 
the United States Trustee’s Office or the Estate Admmistrator in non-poilot areas. I 
know in New Jersey that the United States Trustee’s Office IS not sufficiently staffed 
to appropriately supervise Chapter 7 operations. I am sure that in non-pilot areas 
there IS not sufficient monies to appropriately staff the Estate Administrator’s Office. 
Appropriate supervrsron, bottom Ime, requires an additional commitment of monies. 
Only Congress can provide that. 

I mrght make one other comment about supervision in the Chapter 7 or 
Chapter 13 areas. It IS hterally impossible and not cost effective to audit every case. 
I do think, however, that some thought should be given to random auditmg of trustees 
on a very intensive basis. This might be the most cost effective way to proceed. 4 

Thank you for the opportunity to comment on the draft report. Please call me 
if I can be of any further assrstance. 

Sincerely, 

RWH/kmc 

CC: Each Judge, District of New Jersey 
Clifford P. Kirsch, Clerk 

3Trustees can carry a loss forward only to the extent the loss 
is first offset against the trustee’s compensation and the 
amount carried over is only for expenses. 

4The report does not recommend auditing every case. 
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ADMINISTRATIVE OFFICE OF THE 
UNITED STATES COURTS 

WASHINGTON, D C 20544 

April 2, 1984 

Mr. William J. Anderson, Director 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Anderson: 

I appreciate the opportunity to review and comment on your 
proposed report to the Congress entitled, “Greater Oversight and 
Guidance of Bankruptcy Process Needed.” The draft report has 
been reviewed by Judge Robert E. DeMascio, Chairman of the Judi- 
cial Conference Committee on the Administration of the Bankruptcy 
System, and by the Bankruptcy Division of this office and other 
members of my staff. Judge DeMascio and I are in agreement in 
our views regarding the report, and the judge has asked that I 
express his appreciation to your staff for the additional week in 
which to coordinate this response. I should note that the Judi- 
cial Conference Committee will meet next in July and will con- 
sider the comments and recommendations of your office at that 
time. 

We agree that greater supervision is needed of trustees 
appointed under chapters 7 and 13 of the Bankruptcy Code, and we 
endorse your recommendation that additional guidance and 
direction be given to trustees. To this end, we support a 
strengthened bankruptcy administrator system within the Judicial 
Branch to supervise the day-to-day activities of bankruptcy 
trustees, and we plan to examine ways in which the Judicial 
Conference and the Administrative Office might provide greater 
guidance and direction to the courts within the framework of 
current statutory authorities. 

It should be emphasized that the position of United States 
trustee in the Department of Justice and that of deputy clerk for 
estate administraton in the courts are not analogous. While the 
estate administrator program has served as a stopgap in many 
non-pilot districts in the short period since its inception in 
1981, we are of the view that an expanded and upgraded bankruptcy 
administrator system within the Judicial Branch is necessary on a 
national basis -- such as proposed in S. 443, 98th Congress -- to 
provide for the efficient administration of bankruptcy petitions 
and the effective supervision of bankruptcy trustees. 
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William J. Anderson 
Page Two 

We regret that the draft report does not include an as- 
sessment of the pilot United States trustee program--which will 
expire on September 30, 1984--and a comparison of that program 
with an upgraded bankruptcy administrator program. We believe 
that your office could have provided a timely and truly objective 
evaluation that would have been of great assistance. For 
instance, the report’s findings as to chapter 13 trustees present 
a significant difference in the pilot and non-pilot districts. 

Your draft report finds a need for greater guidance and 
supervision of trustees in the areas of: investment of estate 
funds, compensation of attorneys for trustees’ duties, 
district-wide threshold dollar amounts for the liquidation of 
assets, and retention by chapter 13 trustees of interest paid on 
estate accounts. Each of the problem areas discussed in the re- 
port has been identified by our Office of Management Review and 
has been the subject of specific recommendations to the individ- 
ual courts, who control the practices and procedures of trustees 
bnd authorize their fees. 

The 1978 Bankruptcy Reform Act evidences a clear intent to 
encourage the investment of estate funds by giving trustees spe- 
cific authority to deposit and invest monies of the estates, usu- 
ally without prior court approval. We agree that investment 
by trustees should be encouraged as a means of defraying the 
costs of administration and providing the maximum return to 
creditors in bankruptcy. Most chapter 7 cases have no assets 
available for distribution to creditors. Estate funds in the 
remaining “asset” cases are frequently very limited in amount, 
and there are situations in which the investment of estate funds 
would not be in the best interest of the estates. Nevertheless, 
new Bankruptcy Rule 5008(i), which became effective August 1, 
1983, now permits the aggregation of funds from several estates 
into a single account, thereby making the investment of funds 

! 
rom small estates more feasible. We agree that estate admin- 
strators and United States trustees should be encouraged to have 

trustees invest estate funds wherever that is in the best 
interests of the estates. 

As part of its audits of individual bankruptcy courts, our 
dffice of Management Review has discovered instances where 
chapter 7 trustees have claimed attorney fees for performlng 
trustee duties and has recommended corrective action and greater 
dupervision of the trustees by the pertinent courts. We agree 
that additional guidance may be needed in general for estate 
administrators and United States trustees, instructing them to 
scrutinize trustees’ billing statements more carefully and to 
advise their court to disallow attorney compensation where the 
services rendered are part of the trustees’ own responsibilities. 
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William J. Anderson 
Page Three 

It is not certain at this point whether the establishment of 
mandatory threshold dollar amounts for the liquidation of assets 
on a district-wide basis would be the most effective way of 
assuring equal treatment among debtors and creditors. Such an 
approach may be too inflexible to accommodate the variety of 
situations in which a decision must be made on whether the costs, 
time and effort in liquidating the assets is in the best 
interests of the estate. Nevertheless, the concept may have 
merit and will be considered further. 

We agree that estate administrators and United States 
trustees should closely monitor chapter 13 trustees’ annual 
reports to ensure that trustees are not exceeding maximum 
authorized compensation and expense levels. It is the position 
of the Administrative Office that chapter 13 trustees may not 
retain income and investment interest to the extent that such 
income and interest would cause the trustee’s percentage fee to 
be exceeded. This position has been communicated to all clerks 
of the bankruptcy courts. 

In the non-United States trustee districts chapter 13 
trustees are required to submit financial reports to the clerk of 
the bankruptcy court semi-annually and to the Administrative 
Office annually. These annual reports are reviewed carefully by 
the Administrative Office, and where trustees are found to have 
exceeded their authorized compensation and expense levels the 
matter is brought to the attention of the court for corrective 
action. Moreover, where the annual receipts of a chapter 13 
trustee exceed $200,000, an annual audit must be performed by an 
independent accountant and submitted to the court. 

To the extent that resources are available, we also agree 
that the internal audit staff of the Administrative Office should 
assist or supplement the local monitoring activities by reviewing 
financial activities of trustees. 

In addition to the above comments, which are directed to 
matters of policy, specific suggestions for technical 
improvements in the draft report have been prepared and our 
office will discuss them with your staff next week. 
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Mr. William J. Anderson 
Page 4 

We appreciate the opportunity to review and comment on the 
draft report. We agree generally with the observations and 
recommendations. The Judicial Conference and the Administrative 
Office will consider each recommendation further to determine 
whether additional guidance is needed for the bankruptcy courts, 
including the possible adoption of suggested local procedures and 
practices. 

William E. Foley 
Director 
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APL-11 5, 1984 Wu,,,m,,,m I) t /Jj IR 

Mr. Uilllam J. Anderson 
Director 
General Government Division 
United States General Accounting Office 
Washington, D.C. 70548 

Dear Yr. Anderson 

This letter responds to your request to the Attorney Cleneral for the comments 
Of the Department of Justice (Department) on your drdft report entrtled 
"Greater Oversight dnd Guidance of fldnkruptcy Process Needed." 

It is dffficult to reply to the criticisms contained rn the General Accounting 
DffiCe'S draft report for several redsons. The observdtlons and comments dre 
superficial, inddequdtely documented, vague and fall to supply any hints 
dS to possible solutions to the problems. The assumption underlying the 
report, that rigid guidelines cdn be set, demonstrates a lack of understdnding 
of the bankruptcy process dnd the necessarily Independent role of flducldrles. 
There Is no speclflc delfnedtlon of the standards to which the trustees should 
be adhering and to which. according to the report, they are not. For example, 
the report seems to criticize trustees for liquidating and investing rnsrgnlfi- 
cant sums, yet the largest number of cases In the :cc::on ct*ticlzing the 
trustees' fallure to invest funds are those involving small dollar amounts. 

Most importantly. however, it is impossible to analyze the adequacy of the 
ddtd on whfch the report is based. Of eight districts surveyed, in only three 
were more thdn 50 cdses reviewed. In the remalnlng five districts, a total of 
119 CdS@S Were dfldlyZ@d. Accordingly. almost 85% of the sample IS based on 
cases in only three out of the eight districts. Further, ds no indicdtlon of 
the number of trustees involved is supplied. there is no way to discern 
whether the "problems" are Isolated instdnces of poor Judgment by a few 
trustees or system-wide inadequacies. The compensation paid to trustees is 
Inadequate, to sdve time and money they tend to submit grouts of reports at 
one time. As a result, without knowing the number of trustees Involved, it IS 
impossible to determine whether the cdses reviewed by GAO are representative. 
For example, all 12 cases from the Central District of California may hdve 
been handled by one trustee. 

The conclusions of the report regarding the United States Trustee Program are 
suspect inSOfdr ds they dre based on lnddequdte or misunderstood data. a 
failure to consider all of the drspositive factors regarding numerous Issues, 
dnd d general lack of knowledge regarding the bankruptcy process. As the 
numerous letters. nwnordndd and pleadings dttdched to this resyonse Indlcdte, 
the U.S. Trustees currently perform, dnd were performlnq at the time of GAO's 
study, all of the functrons GAO suggests be performed.1 These functions 
were performed, although somrtlmes not fully documented, to the best of the 

. 

I 'Due to the volume of documents submitted they were not included 
in the report. However, the contents of the documents and 
their relevance to the report are discussed on pages 20, 21, 
23, and 24. 
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trustees' capability in 1982, despite severe budget and personnel constraints. 
Insofar as the report provides only undefined, broad reconvnendations regarding 
guidance and supervision, it is insufficient in providing specific guidance 
as to which individual offices and areas need further improvement. 

In addition to the summary of our ccmmwnts provided above, we are enclosing 
copies of ccosaents received from various U.S. Trustee offices, four of which 
were chosen as sample districts in responding to the report. The following are 
more specific coamsents pertaining to each of the sections of the report cited. 

Dlpcst (pp. i-vi) 

There is some validity to the concern of GAO that monitoring of trustees in 
both pilot and non-pilot districts is not perfect, no system really is. To 
recite this fact, without presenting an entire picture of the bankruptcy 
system at the time of the study, however, is misleading at best. No reference 
is made to the volume of case filings, staffing and budgetary constraints, or 
the relationship betueen the duties of the United States Trustees and the 
courts, factors which necessarily affect the quantity and quality of duties 
that are perfond. 

Furtheneore, as the letters in Enclosure A indicate, the United States 
Trustees spent many hours attempting to educate GAO personnel regarding the 
bankruptcy system and the role of the U.S. Trustee offices. Unfortunately, 
the report does little to illustrate GAO's understanding of either area. 2 

Chapter 1 - Introduction (pp. l-5) 

This chapter is intended essentially to acquaint the reader with the bankruptcy 
process. Initially, one should be aware that only Title I of the Bankruptcy 
Reform Act is codified in Title 11 of the U.S. Code and is referred to as the 
"Code." Title II of the Act amends and is codified in Title 28. Title III 
amends other statutes and Title IV contains the transition provisions. 
Footnote 1 on page 1 would be more correct if it stated that the "debtor may 
elect to claim exemptions under either Federal or State law unless the State 
has opted out of the Federal exemptions under 11 U.S.C. 522(b)(l)." It should 
also be noted that, in pilot districts, the United States Trustee appoints the 
interim trustee in chapter 7 cases, and the United States Trustee, with the 
approval of the Attorney General, appoints the standing trustee who handles 
the chapter 13 cases in his/her district. The statement at the top of page 5 
is incorrect. The creditors' meeting must be noticed within 20 days and held 
20 to 40 days after the petition is filed. Furthermore, almost all chapter 
debtors receive their discharges before the case is closed. Unlike the former 
Bankruptcy Act, there is no requix under the Code that in order for a 
creditor to file a claim. the debts must be "provable." The chapter 7 debtor 
can file another chapter 7 petition within 6 years, however. he/she cannot 
receive a discharge withln 6 years of a prior discharge. Finally, a 
chapter 13 discharge does not affect the availability of a discharge in a sub- 
sequent chapter 7 proceeding if the chapter 13 plan was the debtor's best 
effort and paid 70% of all general unsecured claims, not 100% of them. 
To the extent this chapter deals with the scope and methodology of the report, 
we have consolidated our cements thereon with those regarding chapter 3 of the 
report. 3 

2Due to the volume of documents submitted they were not included 
in the report. However, their comments were incorporated in 
this document. 

~3 Changes were made to pages 1 and 5 of the report. 
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Chapter 2 - Interests of Debtors and Creditors 
Not Uclng Protected (pp. 6-17) 

Although GAO purports to have evaluated how the interests of debtors are 
protected, the report does not elsewhere address this topic with any factual 
detail. Furthermore, while the report critlclres the varying case processing 
practices used by bankruptcy trustees which result in inconsistent treatment, 
GAO ignores the fundamental fact that varying philosophies and practices of 
local bankruptcy judges often dictate particular local approaches. The 
extent to which such local requirements are subject to uniform regulation is 
often minimal. Furthermore, no two cases or trustees are exactly alike. 
Many tasks performed by trustees require creative treatment and individual 
judgment. For the foregoing reasons, although the EOUST has developed some 
uniform guidelines in the chapter 7 area, a 11 of the U.S. Trustee offices have 
developed their own local guidelines and practice manuals for panel trustees. 
Samples of such guidelines are enclosed (see Index of Enclosures). In 
addition. the EOUST holds periodic training sessions for trustees. and U.S. 
Trustee conferences are held twice a year to ensure consistency in nationwide 
approaches. 

Trustees' Practices in Administering Chapter 7 Cases 
Need to Be Monitored and Improved (pp. 6-13) 

The draft report indicates, that due to the United States Trustees' inadequate 
guidance to and limited monitoring of chapter 7 trustees, creditors are not 
receiving the maximum possible return. The report alleges that trustees 
establish arbitrary cut-offs in determining when to liouldate assets. do not 
invest estate funds, and receive dual compensation. Since the United States 
Trustees have issued gufdelines respecting all three of these Issues. it is 
unclear whether the chapter 7 trustees are ignoring the guidelines, the 
existing guidelines are difficult to follow or understand, or the existing 
guidelines set unreasonably high dollar figures. 

Investment of estate funds would result in greater return to creditors 
7PP. 7-10) 

The report's conswent that trustees are inconsistent In determining the minimum 
dollar level below which estates should not be liquidated appears without much 
discussion and is used to make the point that debtors are inconsistently 
treated. This probably is true as well as appropriate. Often trustees, 
believing that significant assets exist, liquidate small items only to 
discover either that no further assets are available or that none can be 
liquidated in a cost effective manner. Sometimes larger assets are so 
illiquid as to make the cost of selling them more burdensome to the estate 
than is warranted given the projected return to unsecured creditors. While 
soaks guidance may, should be and has been offered on this matter, trustees, as 
fiduciaries, must be allowed a great deal of latitude on such judgment calls. 
In evaluating investment practices, GAO reviewed 771 closed asset cases in 
seven of the eight sample districts. (It is unclear why the efghth district. 
the Southern District of California. was chosen for this study since there 
were no chapter 7 cases closed there during the sample period.) Nowhere does 
GAO indicate the total number of chapter 7 cases in the districts. nor do they 
indicate whether the cases in a particular district were administered by one, 
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few or mrny different trustees. Ulth regard to cases in which funds went 
uninvested, it is not possible to tell in which particular districts such 
cdses were hdndled. It Is impossible to determine the extent of the problem 
without such information. For example, in the Central District of California, 
the study Involved 12 chapter 7 cases while there were 20.153 chapter 7 cases 
filed in thdt district in Fiscal Year 1982. Yere those 12 all part of the 222 
cdres in which no funds were invested or were they part of the 45 cases in 
which invest~nt occurred7 Furthrn~ra. there ii :lir in::ca;i;n rhc:$c- ;ny of 
the cdses Sdmpled were filed under the former Bankruptcy Act and prior to the 
estdbllshunt of the Unltcd States Trustee Program (and thus over which the 
Progrdm has no Control), dnd the new Code requirements regarding InveStnWttS. 4 
The Act required the creditors' consent to the investment of estate funds as 
well as court approval. 

Both the EOUST dnd the local U.S. Trustee offices hdVe offered guidance 
rcgdrding the investment of money of estates. Within a particular case, 
however, the trustee must make a judgment whether the administrative cost of 
placing noney in high interest bearing accounts or investments IS outweighed 
by the return on the Investment. For example, most banks charge for services. 
This, coupled with the time involved in preparing tax returns on earned 
interest, may make It cost ineffective to invest when estate funds are not 
substantidl. [Remember, all costs of administration are paid from estate 
funds before other creditors are paid.] The trustee is required to close 
out the estdte IS expeditiously ds possible, not to let funds sit merely to 
dccrue Interest. As 1s obvious from the table on page 8 of the report, 471 
of the 662 cases (71%) in which money was not invested involved amounts less 
thdn $1,000, a total of 588 cdses (89%) involved less thdn $3,000. In terms 
of interest foregone in cases with less thdn $1,000 to invest, GAO has 
projected a loss on its chart on page 9 which amounts to approximately $8.69 
per cdse. Assuning ten creditors par ;;:e, th!: averages out to 87 cents per 
creditor, tiereds the cost of administering the investment could be equal to 
or gredter than that amount. For cases with less than $3.000, the amount of 
Interest foregone would be approximately $34.73 per case, or about $3.50 per 
creditor In most cdses. 

At the other end of the spectrum, two cases in the fZO.OOO+ category account 
for 6% of the "lost" interest In thdt category. Of the remaining six cases, 
we do not know whether the trustees expected to close or did close the cases 
so quickly that investment of funds did not appear to be warranted. The 
report's failure to identify the number of trustees Involved and to treat 
extreme cases separately casts doubt on the conclusions GAO has reached based 
on this chdrt. 

Furthermore, although the methodology is unclear, the figures for funds on 
hand seem to be taken from listings on the trustees' final reports which do 
not necessarily relate to cash, but may in fact reflect the value of "in-kind 
assets" thdt the trustees administered but did not disburse. For example, on 
page 8, GAO criticizes a New Jersey trustee for not investing $72.500. That 
amount, which largely consisted of the proceeds of the sale of a real estate 
asset. was in the trustee's dccount for only one week before It was taken out 
of the account to mdke mortgage pay-off payments to the mortgagee.SThe money 
remained In the bdnk for that perind in order that the funds enrompassed by the 
trustee's check to the mortgagee would clear. In any event, the noney dld not 
remain uninvested for d long period of time ds GAO indicates. Of the 12 cdses 
over $20.000 where GAO found that no interest wds earned, one must also 
question how many involved creditors' funds or in-kind assets. 

4A11 cases sampled and analyzed during our review were filed 
after the new code requirements came effective. 

5Because of additional information provided by the Executive 
'Office for U.S. Trustees this example was deleted from the 
report. 
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Ranking practices and requirements vary locally. If a separate account for 
each estate must be opened, many banks have minimum deposit amounts, do not 
allow aggregation of funds from different estdtes and, in small towns, do not 
even offer interest bearing checking accounts. Indeed, prior to the beginning 
of the phase-out of Regulation Q, estate accounts could not qualify ds 
"savings" accounts unless all creditors were individuals or charitable 
institutions. Prior to the existence of Bankruptcy Rule 5008 which became 
effective in 1983, there was no authority to aggregate sroney of chapter 7 
estates. Although that rule allows for such aggregation SubJeCt to court 
approval, It remains to be seen whether banks will be willing to establish such 
accounts, especially banks in small towns or remote lOCatiOnS. 6 

ElimindtiOn of dual compensation would result in more funds being available 
to creditors (pp. 10-12) 

The coasnents regarding dud1 compensation reflect both a lack of understanding 
of the law and of the realities of bankruptcy practice. While the Code 
enumerates the duties of the trustees, and specifically contemplates non- 
attorney trustees, it also provides that trustees may hire counsel, including 
themselves, with court approval. Trustees may hire counsel to perform legal 
work but not to perform trustees' duties, however, the line between these 
duties is far from clear. For example, examination of a claim may require 
only verificdtlon of ddtes and amounts, if so, the trustee should receive only 
that cfxnpensdtion due ds trustee. If, however, a question arises Is to 
whether a security interest has been properly perfected, the examination 
may require legal knowledge and research, in which case the trustee should 
receive compensation as attorney for the estate. This IS precisely the 
sltuatlon which the United States Trustees have attempted to monitor very 
carefully (see Index of Enclosures), but the report does not indicate whether 
any opposition to the cited requests had been filed or whether the United 
States Trustees have been satisfied that the compensation requested was 
appropriate. 7 

The report fails to recognize that ultimately the courts must approve the 
compensation of trustees and their attorneys.8 Unfortunately, it is not 
always possible to convince the court to reduce a trustee's request for 
fees. On the contrary, different courts have adopted different standards 
with regard to drawing the extremely difficult and fine line that often must 
be drawn between trustee dnd attorney activities. There are legitimate 
"attorney" duties which are directly related to "trustee" duties, but whrch 
cannot be performed by one who is not licensed to practice law. It IS not 
correct to assume that the duties listed in 11 U.S.C. 5704 will never require 
legal expertise or the services of an attorney admitted to practice before the 
court.9 Host importantly, there IS no mention of the real problem In chapter 7 
cases which is the inadequate fee structure for trustee compensation. 
Sympathy for this inadequacy has encouraged Judges to construe trustee actl- 
vities which are colorably legal functions as attorney services for which the 
trustee may receive attorney fees. 

It Is this fee structure which acts as a disincentive to trustees 
to liquidate small amounts of property at great effort. Perhaps dual 
compensation concerns would be reduced If trustees received adequate 
compensation. 

6Even though some banks may be reluctant to aggregate estate 
funds, Justice should attempt to persuade such banks to 
cooperate. 

7There was no evidence in either the court files or U.S. Trust- 
ees' files as to whether the U.S. Trustees objected to the 
request for compensat$'on. 

8Page 10 of the report states that this is the courts' 
responsibility. 

gThe report does not conclude that the duties included in 11 
U.S.C. S 704 will never require legal expertise. 
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crying asset liquidation levels affect debtors and creditors (pp. 12-13) 

It is not unusual to find that different trustees liquidate different amounts, 
nor is there the part,cul;rperc~,i; ;;;b;T;,;i:;,:hat fact. It is expected that based on 

, the trustee will make a reasoned 
judgment whether to liquidate property when it is apparent that no meaningful 
beneflt will inure to the creditors. The limits various Judges will accept 
dlS0 differ. Determinations whether to abandon property are not purely linked 
to dollar amounts. For example, a trustee must consider the kind of property 
involved, whether it is liquid or encumbered, whether the administrative cost 
of liquidating it exceeds the probable return from liquidation, the market 
available and the time and difficulty involved in finding a buyer, the basis 
the debtor used in valuing the property, etc. Obviously. if one looks only at 
the debtor's schedules to determine the value of an item to be abandoned, and 
the debtor has inflated the value, one cannot reasonably determine, without 
more information, whether the trustee's decision not to liquidate the item is 
reasonable. Thus it is very difficult. if not impossible. to set tight 
monetary guidelines in this area. Nonetheless. many of our U.S. Trustee 
offices have in fact attempted to set minimum guidelines. and the success of 
doing so has been the subject of many discussions in this program. 

On a technical point, the text on page 12 states that '. . . the debtors would 
only be able to retain the assets the trustee did not liquidate if the 
creditors decided not to repossess them on their own." 
only to secured creditors. IO 

This concept applies 

Retter control over chapter 13 trustees' @ lnancial activities needed (pp.14-17 ) 

The main thrust of the criticfsm of chapter 13 case administration seems to be 
that creditors are not receiving monies due to them because the interest earned 
on funds invested by the standing trustees is not used to pay creditors, but is 
being used to increase the trustees' canpensation. This is incorrect and based 
on a complete misreading of the law. The "excess" compensation is to be 
returned to the U.S. Treasury under 11 U.S.C. 51302, not paid to the creditors 
under 11 U.S.C. #41(a)(6). GAO's reference to the legislative history 
regarding the investment of funds pertains to chapter 7 rather than chapter 13 
cases in which excess amounts are either returned to the Treasury under 
11 U.S.C. $1302, or used to offset expenses in administering the chapter 13 
cases--in either event they do not go directly to creditors. While the statute 
makes clear that trustees are not to receive in excess of 10s compensation, it 
is not clear that it is impermissible to use interest earned on invested funds 
to offset administrative expenses carried over into the next year. 

A review of the standing trustees' final reports in the four pilot districts 
sampled revealed only one trustee who exceeded the 10% limit on compensation 
and expenses. This trustee exceeded the limit by only $406 in 1982. In 1983, 
this same trustee took $1,500 less than the total amount he was entitled to, 
thus offsetting the 1982 amount.llFurthermore, the report overlooks the fact 
that in addition to reviewing the rnpnr+s prepared by the trustees themselves, 
nationwide audits of all of the chapter 13 trustee offices in U.S. Trustee 
districts have been performed on a consistent basis by outside auditors--Peat, 
Marwick, Mitchell 6 Company. I2 

-v--U--- 

‘0 
1 
Change made to page 9 of the report. 

’ Justice arrived at figures different from ours because it 
used different fiscal years. 

leThese are strictly financial audits that account for estates 
funds and do not address the trustees’ compliance with either 
the chapter 13 guidelines issued by the Executive Office for 
U.S. Trustees or with provisions of the law dealing with the 

‘administration of chapter 13 cases. 
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The report Indicates. in passing, that there may be soma inefficiencies in 
standing trustee operations uhlch would result in a greater return to 
creditors by reducing trustee expenses. but fails to indicate what they are. 
Uith regard to GAO's criticism of the trustee in the Southern District of 
New York, the matter is explained in Enclosure A-5. 13 

Assistance of the internal audit staff to improve monitoring of trustee 
actfvftfes (pp. 171 

Ye agree that the Departmental Audit Staff can provide assistance to the EOUST 
in monitoring trustee activitfes. The Audit Staff is now dfscussing potential 
audit areas with the EOVST. Current plans are to perform financial and 
cinapllancc audfts of selected chapter 13 trustees located In pilot districts. 
These audits wfll include a follow-up on the weaknesses Identiffed In the GAO 
report. In addftlon, the Audit Staff will review a selected nutier of reports 
issued by a national accounting firm under arrangement with the EOUST to perform 
audits of chapter 13 trustees in the pilot districts. 

Other areas under discussion Include financial and compliance audfts of 
chapter 7 and chapter 11 bankruptcy cases. In March 1984, the Audft Staff 
began reviewing administrative controls in the U.S. Trustees' offfces. 
includfng a revfcw of those policies and procedures governing case monitoring 
actlvftier and an examlnatfon of financial reports. 

Chapter 3 Scope and Methodology (pp. 2. 32-34) 

We have a number of concerns with both the methodology and sample selected by 
GAO, particularly as it relates to the United States Trustee Program. 

Time period selected 

GAO selected the period April 1982 to September 1982 for reviewing bankruptcy 
operatlons. As GAO was fully aware, the United States Trustee Program under- 
went severe budget and personnel constraints during this time. These 
constraints seriously impacted on bankruptcy operations, including personnel, 
space, travel, tralning. and administrative support. To remain viable as an 
operating organfsatfon significant adjustments had to be made. 

The effect of the adjustments on the program were iamtediate. A policy 
decision was made to concentrate resources in the areas of chapter 11 and 
chapter 7 large asset cases. These cases have the hfghest dollar amounts 
associated wlth them and also the greatest risk of losses to creditors If 
auMtoring Is inadequate. The decision to focus on these cases forced the 
United States Trustees to rely more heavily on trustees appointed from the 
private sector to administer chapter 7 no-asset or nomfnal asset cases and 
chapter 13 cases. Careful screening of panel trustee members assured that 
persons selected to be on the panel would perform their functions with 
expertise and lntegrlty. 

Thus, although the United States Trustees concentrated their resources 
heavily in chapter 11 and large asset chapter 7 cases, GAO chose to look at an 
area which, of necessity, was monitored under unavoidable constraints at the 
time of the study. Moreover, ABT Associates has recently performed a study and 

13Justice believes that the trustee in question will never reach 
the maximum allowable for compensation and expenses because of 
the size of the trustees operation. This is an incorrect 
assumption on the part of Justice. No matter how large a 
trustee's operation may be he/she can reach the allowable 
maximum because it is based on a percentage of net receipts 
from debtors' payments. Therefore, unless the trustee begins 
submitting timely and accurate reports Justice will never know 
if the trustee has exceeded the maximum. 
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issued a report in April 1983 covering chapter 7 and 13 bankruptcy activities. 
The case sample selection and qualitative analysis for the study covered 
bankruptcy activities from July 1, 1980 to mid-1982 (AET Report, pp. 89-192). 
During the planning and scoping phase of their audit, GAO performed a 
literature search to identify studies completed and underway that dealt with 
the administration of bankruptcy cases. We would be interested in obtaining 
d list of the literature and studies GAO was able to locate since the material 
could be of value to us in evaluating and monitoring bankruptcy activities. L4 

Sample selected 

While GAO states that the cases they chose in the eight sample districts 
represent approximately 22% of all chapter 7 cases terminated, they fail to 
indicate that one of the districts, the Central District of California, 
accounted for 10% of all cases filed, and nearly 40% of the chapter 7 cases 
filed in the sample distrfcts during Fiscal Year 1982. 

GAD does not fndicate the total number of chapter 7 cases in the districts 
from which the 771 sample cases were selected. The 771 cases should be 
compared to the 52,587 cases filed in the sample districts in Fiscal Year 
1982. This sample is extremely small given the perhaps 150.000 cases which 
wre pending nationwide at that time--less than one-half of 1%. In addition, 
the sites selected do not bear caparfson. For example, how does one compare 
193 cases in Virginia to 347 cases in Ohio and then project the conclusions 
derived therefrom to the entire United States bankruptcy system which does not 
involve the same trustees or the same supervision. Why was the Southern 
District of Callfornia selected when it had @ closed chapter 7 cases during 
the period? 15 

Using the sapling techniques and methodology employed by GAO, it is 
statistically unsound to conclude that greater oversight and guidance are 
needed for the nation's bankruptcy process. The following table illustrates 
how skewed the sample is, as the sample pertains to pilot U.S. Trustee 
districts. 

GAO SAMPLE CASES IN PILOT UNITED STATES TRUSTEE DISTRICTS 

Sample as a 
Total GAO Sample as Chapter 7 Percentage 
Chapter 7 a Percentage Asset Cases of Active 

GAO Cases Filed of Chapter 7 Active End Chapter 7 
Districts Saqplc in FY 1982 Cases Filed of FY 1982 Asset Cases 

S.D.N.Y. 
2 

5,232 
::i 

894 
D.N.J. 5,352 791 ::i 
E.D. Vu 193 5,258 3.7 805 24.0 
C.D. Cal. 12 20,153 0.1 939 1.2 

In pilot districts in the Southern District of New York and the Central 
District of California, GAO is inferring conclusions based on less than one- 
half percent of the chapter 7 cases filed in Fiscal Year 1982. For these 
districts, the percentage of sample cases closed to the total inventory of 

i 14We provided Justice with this material on May 30, 1984. 

15Although no cases were analyzed in this district we did inter- 
view chapter 7 trustees on how they administer their cases as 
discussed on page 13 of the report. Also, we evaluated the 
financial operations of the chapter 13 trustee in this dis- 
trict. 

. 
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chapter 7 rssat CISCS at the end of the study period wds less than two 
percent. A more reprercntrtive remple would hdVe taken into account the 
different filing rates, or the different inventory levels of active chapter 7 
asset ClSW. Controlling the sample for elther medsure would hate Improved 
the sample's acceptability. 

In suury. the report is extremely difficult to use or analyze. It is 
impossible to constructively criticize the report's statistics. They 
appear incomplete or inconsistent without detailed explanation. Flndlly, 
GAO appears to have overlooked the meaning of the concept "supervision." 
It is the private truStW who hdve daily fiduciary responsibility for 
carrying out their responsibilities. The United States Trustees 
responsibility is to issue puiddnce end provide general oversight through 
the use of good monitoring systems. 

We believe strongly in rstdbllshing meaningful controls, not drbitrery 
nMricd1 ceilings or floors. Eech case must be separately analyzed. For 
exrmple. an estrte of $500 nay well be worth administrating where there 
are only one or two creditors, but d waste of tims with no benefit to 
creditors where there dre several hundred creditors. A high level of 
discretion must be rlloued dnd encourdged. Congress intended the United 
States Trustee Progrm not to be d rigid centralized bureaucracy, but a 
system thdt is *lOCdlly bdscd." 
p. 101. (1977). 

H.R. Rep. No. 595. 95th Congress, 1st Sess. 

Fh?WmWIddtiOnS (p. 17) 

As expressed in the text of this response, all of the functions GAO recastsends 
be initirted are rlready being perfond.~gUesplte the recent budgetary and 
personnel constrrlnts, performance of these functions is continuing consistent 
with our limited staff resources. As GAO is dwdre, significant adjustments 
have been made in order to mdintdln an acceptable level of performance. 
Moreover, we have been and are continuing to scrutinize our operations to 
implement any chdnges thdt would improve the administration of chapter 7 and 
13 cases ds recosmmndcd by GAO. Ye are hopeful thdt through the process of 
evaluation, monitoring. dnd dudit. additional improvements can be made. 

Ue appreciate the opportunity to camrent on the report while in draft form. 
Should you need any dddltional Information. please feel free to contact me. 

Kevin 0. Rooney u 
Assistant Attorney General 

for Administration 

Enclosures 

. 

160n the basis of the deficiencies we identified (see ch. 21, 
and our evaluation of agency comments (see ch. 3), we believe 
that our recommendations are not being performed. 

GAO Note: Page numbers have been changed to correspond to the 
final report. 
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April 13, lY84 

nr. William J. Anderson 
Director 
General Government Division 
United State@ C@neral Accounting Office 
Washington, D.C. 20548 

Dear Mr. Andrrnon. 

Thank you for permitting m@ to review and comment upon the 
draft of the proposed GAO report to the Attorney General and the 
Director of the Admlnietrative Office of the United States Courts 
baaed on your etudy of the administration of chapter 7 and chapter 
13 ~@a@@ under the Bankruptcy Code 

I have th@ae Senaral commenta. 

I dieagree with the premise that bankruptcy trustees are 
reeponrlble for protectinS the interests of debtors in administerinS 
chapter 7 bankruptcy ca@ea. The trustee is the appointed or 
elected repres@ntatlve of creditors and is the adversary of the 
debtor who is generally represrnted by his own counsel. A rule 
specifying that trusteea in chapter 7 caset~ ahall not liquidate or 
convert to caah non-exempt items of property of nominal value in 
ord@r that debtor8 may be permitted to retain such property would 
amount to trusteea being required by administrative fiat to grant 
debtors exemption8 in addition to those provided by law. The 
rule-making powar of the court is limited to adoption of rules 
that are not inconsistent with the Code. It strikes me that such 
a rule aa you propoee would be inconsistent with the Cod@. There 
18 no languape that I know of in the Bankruptcy Code that imposes 
on the trustee a fiduciery duty to look after the interests of 
debtora by means of the even-handed adminletration of assets 
which you suggest. 1 

The debtor who filee a chapter 7 case agrees to surrender 
all of his non-exempt asaets for the benefit of creditors. He 
has no basi8 for complaint when all such non-exempt aesets are. 
1” fact, liquidated by the trustee. even though all assets may not 

‘The premise of the report is not that bankruptcy trustees are 
responsible for protecting the interests of debtors. We recog- 
nize that, as stated in 11 U.S.C. 323(a), the trustee is the 
representative of the bankrupt estate. However, we do not 
view this as suggesting that there should not be an evenhanded 
administration of assets, or that the trustees are simply 
representatives of the creditors and adversaries of the 
debtors. Rather, we believe that by administering the estate 
consistent with the code and bankruptcy rules, trustees do in 
fact protect the interests of all parties whether they be 
creditors or debtors. 
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nr * WIlllam J. Anderson 
Pegc 2 
April 17, 1984 

be liquidated in another case The adminietretion of justice 
ta on Imprecise science that results in non-uniform sentences 
for the same crimes, disparate awards for the came i”]uries. etc 

The finding that estate administrators in non-pilot 
dietricta heve not effectively monitored the edministrstion of 
bankruptcy feses is hardly fair in view of the fact the finding 
1s made on the basis of B study of cases closed before the 
office of estate administrator wee created. For example, no 
estate administrator was hired ln this district until April 1982. 
The caees you audited in this district were filed betveen 1979 
end 1980. These were among the first ceeee filed under the new 
Bankruptcy Code, when the panels of trustees provided for by the 
Bankruptcy Reform Act of 1978 were just being established. Since 
the hiring of en estate administrator, regular seminars and 
treining programs arc provided for trustees. It strikea me that 
the GAO etudy would have been more effective if later, more 
repraeentstive ceees had been selected for study. 2 

Your draft report indicates that a” additional $20,254.00 
in lntereat could have been earned by depositing estate funds 
in interret-bearing eccounte. Your analysis indicates that in 
502 ceeee with depoeits aggregating $863,437.00, funds were 
not invceted for en avcrre~c of 170 days resulting In e loss of 
$20,254.00 in interest that could hsvc bee” earned on these 
depoaite. The enelysis further Indicates that the emount on 
deposit in 325 of these 502 ceees wea less than $1.000 00. I” 
fact, $863,437.00 divided by 502 indicates that the everage amount 
on depoeit wee $1.720.00 per ceee. Deposit of less than $l,OOO.OO 
et intcreet for en average of 170 days (approximately 6 months) 
might produce a” estimated additional $15.00 per ceee from which 
there would have to be deducted $2.25 88 additional compensation 
for the truetee. The remeining $12.75. when prorated emong 
creditors, would not add significantly to the amount of dividend 
peyablc to unsecured creditors 

In this Dietrict, ee en accommodation to the Court, the 
banks forego service charges for checking accounts in which small 
belanccs are maintained by trustees We doubt the banks would 
continue to forego service charges if they were required to pay 
Interest on these accounts. We think the failure of the trustee 
to depoeit eetate funda at interest when the amount involved is 
leus than Sl,OOO.OO ea wee so in 325 of the 502 cases you studied 
Is understandable 

2As stated on page 1 of the report the responsibility for case 
administration fell on the Clerks of Court and Deputy Clerks 
of Court for Estate Administration in the nonpilot districts. 
Although the court did not have an estate administrator until 
April 1982, the clerk of court during the time the cases we 
reviewed were filed was responsible for case administration. 
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We do not know how many of the 502 cases referred to in the 
study were commenced by corporate debtors. Thle is relevant bc- 
c.u.e .wcnptlona .rs not available to corporate debtors and 
bocaure the trustee would be required to employ an accountant 
to prepare fiduciary return8 on interest earned on monies in 
the l otate of . corporate debtor. The cost of preparing such 
retutnm might exceed the intareet earned on en amount of less 
than $l,OOO.OO. 3 

On the issue of dual compensation, this court ie aware that 
trueteea Bometimea make application for legal fees for duties which 
the trumtaa is required to perform However ) making appliCatiOn 

and receiving compensation for same are tvo different matters. 
When it l ppaar~ that dual compensation is being claimed, the 
court grant, companeation only for allowable cervices rendered. 6 
It should aleo be obearvad that creditors receive notice of the 
hearin on the fee applications of the trustee and the attorney 
for the trustee and are afforded an opportunity to object to the 
faen requested. Objection8 which would be of assistance to the 
court in determining fees are rare. The court is being criticized 
for leek of meticulousncas in lookinp after the interests of 
diminterastad creditor@. 

The l a#ertion that Chapter 13 trustees improperly claimed and 
received compensation and expenses sbovc the 10% ceiling is some- 
vhat misleading in that I don’t find any basis for the assertion 
that truateem received excess compensation Your claim that 
truetee@ received excess expenass is apparently based on the 
fact that interest earned on CD’s purchased by the trustee was 
uead to fund office expenses and the adding in of this interest 
resulted in a total amount available in excess of the 10% ceiling 
for payment of the compensation and expensea of the trustee 

You suggest that if the trustee had not exceeded the celling 
limitation. creditors would have received additional funds and 
more fully realized the benefits of the bankruptcy process 
That io @imply not true. The debtor’s plan provides for payment 
of a fixed amount to unsecured creditors. Unsecured creditors do 
not receive interart on their claims in a chapter 13 case. Con- 
8equent ly , they receive the eame amount on their claims whether 
or not intereat on funds deposited by the trustee is paid to 
creditor@. 

3Estates filed under chapter 7 do not have to file federal 
income tax returns unless the estate has gross income of over 
$2,700. If this occurs, then we believe the cost of preparing 
a tax return is justified. 

14The report states on page 11 that in 268 cases trustees were 
appointed as attorneys and were compensated at attorney fee 
rates for performing trustee duties. 

. 
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nr Wllllam I. Anderson 
PauP 4 
April 17, 19H4 

The truetee in chapter 13 cdseq, unlike the trustee in chapter 
7 <BBe!H. Is permitted to aggregate funds for the purpose of 
deposit. The chapter 13 trustee receives from debtora various 
amounts ranging from $10.00 to perhaps up to $200.00 per month 
abi payments under plans These monies are deposited in a single 
eL~o”nt from which the trustee withdraws an aggregate amount for 
tbr purchase of a CD. Allocating the interest earned on such a 
CD back to the account of individual debtors on some sort of 
pro rata baa18 would be no easy task. Old LBS~S will be closed 
and new cases opened while the CD la in effect, making the allo- 
cation of interest an administrative nightmare. 

We note that the IRS has suggested that the chapter 13 
trustee should be required to pay interest on CD’s to individual 
debtors rather than to the estate in order that the debtors nay 
be required to pay taxe# on such earnings. That B”SSe8tiO” ie 
just (IS impractical .a8 the suggestion that the interest be 
allocated back to individual estates and paid to creditors. 

While it is true that in a given year a chapter 13 trustee 
may utilize interest on a CD to meet extraordinary operating 
expenses that exceed the 5% limit. it is also true that in 
other years interest earned may enable the trustee to reduce 
the as8eeement against estate8 for administrative expenses 
below the 10% level. For example, the $15.000.00 extra expenee 
of the trustee in this district resulted from the cost of changing 
computer serviree and paying for reprogramming, a non-recurring 
expense. We believe that permitting the trustee to utilize 
interest on CD’s to meet operattng expenses will. in the lonp, 
run, reduce the ai’nount of BRsessment against estates for operating 
expenses below the 10% level in most years and is. therefore, 
the only logical u@e for such monies 

Yours truly. 

Jl .ds 

(188570) 
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